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Editorial 


This Special Issue of Accounting and Business Research 
marks the beginning of what we hope will be an exciting new 
venture for the accounting community. In collaboration with 
the Institute of Chartered Accountants in England and Wales, 
ABR is delighted to present the first issue of the International 
Accounting Policy Forum (LAPF). The issue contains the 2005 
PD Leake Lecture, together with the papers presented at the 
2005 Information for Better Markets conference. The papers 
: are intended to make accessible to a wide business audience 
key research findings on the value of accounting information. 
‘ Jt is the sincere hope of the editors and the Institute that this 
will facilitate better communication between the research 
community, the accounting profession, company managers, 
regulators and all other parties interested in promoting the ef- 
ficient and fair working of the capital markets and in improv- 
ing the management and governance of business. It was this 
hope that led the Institute to establish ABR over 30 years ago. 
Bridging the gap between academia and the profession has 
proved harder than the founders envisaged. ZAPF is explicitly 
charged with this mission. If the contents of the first issue are 
any guide, the prospects look exceedingly good. 


Ken Peasnell 
Pauline Weetman 


Introduction 


I am delighted to be able to introduce — and to wel- 
come — this first issue of International Accounting 
Policy Forum UAPF). It will, I hope, prove to be 
the first of many. 

Everyone, I assume, would agree that regulators’ 
and standard-setters’ policy-making should be ev- 
idence-based, so far as that is feasible. But there is 
often an unfortunate gap in communicating the 
findings of academic research — an important part 
of the evidence on which policy should be based — 
to the practitioners and policy-makers who should 
be debating and making policy. The Institute 
of Chartered Accountants in England & Wales 
(ICAEW) therefore believes that there is a role 
for a publication that will bring the findings of ac- 
ademic research to a wider audience. JAPF is in- 
tended to fill this role and to provide a vehicle for 
policy-relevant research, written in a way that will 
be accessible to policy-makers and practitioners as 
well as to academics. We are especially pleased 
that the editors and publishers of Accounting and 
Business Research (ABR), the UK’s leading jour- 
nal of accounting research, have agreed that JAPF 
should be published as a special issue of ABR. And 
it is hoped that ZAPF will in future continue to ap- 
pear as a special issue of ABR on at least an annu- 
al basis. 

The contributions in this issue have all emerged 
from questions raised in two reports in the 
Institute’s Information for Better Markets cam- 
paign: New Reporting Models for Business and 
Sustainability: The Role of Accountants, Each of 
the academic authors was commissioned by the 
Institute to prepare a critical summary of the exist- 
ing state of knowledge on a question raised by one 
of these reports. Professor Ray Ball’s paper is 
‘based on the PD Leake Lecture given by him at the 
Institute on 8 September 2005. The other papers 
are based on lectures given at an Information for 
Better Markets Conference held at the Institute on 
19-20 December 2005. Both events were held be- 
fore mixed audiences of academics and practition- 
ers, and practitioner respondents added their oral 
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comments. I am pleased that we managed to se- 
cure such a distinguished team of academic con- 
tributors and practitioner commentators for the 
two events and, therefore, for this first issue of 
IAPF, and I am grateful to all of them for their 
contributions. 

The papers published here should be regarded as 
starting-points as much as outcomes. We hope that 
researchers will be stimulated and encouraged by 
what they read here to identify fresh topics for 
research, and the Institute would be delighted to 
hear from researchers who have relevant and 
worthwhile projects for which they need funding. 
At the same time, practitioners and policy-makers 
may realise the need for further research projects 
to meet their own needs and interests. We would 
be pleased to hear from them also, and to help 
bring them together with relevant researchers. In 
both cases, the contact at the Institute should 
be our research manager, Gillian Knight at 
gillian. knight@icaew.co.uk. 

I must express our gratitude to all those who 
have assisted with this publication and made it 
possible — in particular: Ken Peasnell, the former 
editor of ABR and the editor of this special issue, 
for his consistent support and hard work; Pauline 
Weetman, ABR’s current editor, for her continuing 
support for the project; Martin Walker, who first 
thought of JAPF, and Richard Macve, for their 
ever-helpful ideas and advice; also Wolters 
Kluwer, without whom this special issue would 
have been impossible. I particularly thank the 
Institute’s charitable trusts, which have very gen- 
erously provided funding to support the PD Leake 
Lecture, the conference last December, prepara- 
tion of the academic papers published here, and 
the costs of the publication itself. 


Robert Hodgkinson 
Executive Director, Technical 
The Institute of Chartered Accountants in England 
& Wales 
October 2006 
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International Financial Reporting Standards 
(IFRS): pros and cons for investors 


Ray Ball* 


Abstract — Accounting in shaped by economic and political forces. It follows that increased worldwide integration 
of both markets and politics (driven by reductions in communications and information processing costs) makes in- 
creased integration of financial reporting standards and practice almost inevitable. But most market and political 
forces will remain local for the foreseeable future, so it is unclear how much convergence in actual financial re- 
porting practice will (or should) occur. Furthermore, there is little settled theory or evidence on which to build an 
assessment of the advantages and disadvantages of uniform accounting rules within a country, let alone interna- 
tionally. The pros and cons of IFRS therefore are somewhat conjectural, the unbridled enthusiasm of allegedly al- 
truistic proponents notwithstanding. On the ‘pro’ side of the ledger, I conclude that extraordinary success has been 
achieved in developing a comprehensive set of ‘high quality’ IFRS standards, in persuading almost 100 countries 
to adopt them, and in obtaining convergence in standards with important non-adopters (notably, the US). On the 
‘con’ side, I envisage problems with the current fascination of the IASB (and the FASB) with ‘fair value account- 
ing’. A deeper concern is that there inevitably will be substantial differences among countries in implementation of 
IFRS, which now risk being concealed by a veneer of uniformity. The notion that uniform standards alone will pro- 
duce uniform financial reporting seems naive. In addition, I express several longer run concerns. Time will tell. 


1. Introduction and outline 

It is a distinct pleasure to deliver the 2005 PD 
Leake Lecture, and I sincerely thank the Institute 
of Chartered Accountants in England and Wales 
(ICAEW) for inviting me to do so. PD Leake was 
an early contributor to a then fledgling but now 
mature accounting literature. His work on good- 
will (Leake, 1921a,b) stands apart from its con- 
temporaries, so it is an honour to celebrate the 
contributions of such a pioneer. My introduction to 
Leake’s work came from a review article 
(Carsberg, 1966) that I read almost 40 years ago. 
Ironically, the review was published in a journal I 
now co-edit (Journal of Accounting Research), 
and was written by a man who later became a pio- 
neer in what now are known as International 
Financial Reporting Standards (the subject of this 
lecture), and with whom I once co-taught a course 
on International Accounting (here in London, at 
London Business School), It truly is a small world 
in many ways — which goes a long way to explain- 
ing the current interest in international standards. 


*The author is Sidney Davidson Professor of Accounting at 
the University of Chicago. His paper is based on the PD Leake 
Lecture delivered on 8 September 2005 at the Institute of 
Chartered Accountants in England and Wales, which can be 
accessed at http://www.icaew.co.uk/index.cfm?route=112609. 
It draws extensively on the framework in Ball (1995) and ben- 
efited from comments by Steve Zeff. Financial support from 
the PD Leake Trust and the Graduate School of Business at 
the University of Chicago is gratefully acknowledged. 
Correspondence should be addressed to Professor Ball at the 
Graduate School of Business, University of Chicago, 5807 S. 
Woodlawn Avenue, Chicago, IL 60637. Tel. +00 1 (773) 834 
5941; E-mail: ray.ball@gsb.uchicago.edu 


International Financial Reporting Standards 
(IFRS) are forefront on the immediate agenda be- 
cause, starting in 2005, listed companies in 
European Union countries are required to report 
consolidated financial statements prepared accord- 
ing to IFRS. At the time of speaking, companies 
are preparing for the release of their first full-year 
IFRS-compliant financial statements. Investors 
have seen interim reports based on IFRS, but have 
not yet experienced the full gamut of year-end ad- 
justments that IFRS might trigger. Consequently, 
the advantages and disadvantages of IFRS for in- 
vestors (the specific topic of this lecture) are a 
matter of current conjecture. I shall try to shed 
some light on the topic but, as the saying goes, 
only time will tell. 


1.1. Outline 

I begin with a description of IFRS and their his- 
tory, and warn that there is little settled theory or 
evidence on which to build an assessment of the 
advantages and disadvantages of uniform account- 
ing rules within a country, let alone international- 
ly. The pros and cons of JFRS therefore are 
somewhat conjectural, the unbridled enthusiasm of 
allegedly altruistic proponents notwithstanding. I 
then outline my broad framework for addressing 
the issues, which is economic and political. 

On the ‘pro’ side of the ledger, I conclude that 
extraordinary success has been achieved in devel- 
oping a comprehensive set of ‘high quality’ stan- 
dards and in persuading almost 100 countries to 
adopt them. On the ‘con’ side, a deep concern is 
that the differences in financial reporting quality 
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that are inevitable among countries have been 
pushed down to the level of implementation, and 
now will be concealed by a veneer of uniformity. 
The notion that uniform standards alone will pro- 
duce uniform financial reporting seems naive, if 
only because it ignores deep-rooted political and 
economic factors that influence the incentives of 
financial statement preparers and that inevitably 
shape actual ‘financial reporting practice. I envis- 
age problems with the current fascination of the 
IASB (and the FASB) for “fair value accounting’. 
In addition, I express several longer run concerns. 


2. Background 


2.1. What are IFRS? 

IFRS are accounting rules (‘standards’) issued 
by the International Accounting Standards Board 
GASB), an independent organisation based in 
London, UK. They purport to be a set of rules that 
ideally would apply equally to financial reporting 
by public companies worldwide. Between 1973 
and 2000, international standards were issued by 
the IASB’s predecessor organisation, the 
International Accounting Standards Committee 
(IASC), a body established in 1973 by the profes- 
sional accountancy bodies in Australia, Canada, 
France, Germany, Japan, Mexico, Netherlands, 
United Kingdom and Ireland, and the United 
States. During that period, the IASC’s rules were 
described as ‘International Accounting Standards’ 
(IAS). Since April 2001, this rule-making function 
has been taken over by a newly-reconstituted 
IASB.! The IASB describes its rules under the new 
label ‘International Financial Reporting 
Standards’ (IFRS), though it continues to recog- 
nise (accept as legitimate) the prior rules (IAS) is- 
sued by the old standard-setter (IASC).* The IASB 
is better-funded, better-staffed and more independ- 
ent than its predecessor, the IASC. Nevertheless, 
there has been substantial continuity across time in 
its viewpoint and in its accounting standards.’ 


2.2. Brave New World 

I need to start by confessing substantial igno- 
rance on the desirability of mandating uniform ac- 
counting, and to caution that as a consequence 
much of what I have to say is speculative. There 
simply is not much hard evidence or resolved the- 
ory to help. 

This was an unsettled issue when I was an ac- 
counting student, over 40 years ago. A successful 
push for mandating uniformity at a national level 
occurred around the turn of the twentieth century. 
National uniformity was a central theme of the 
first Congress of Accountants in 1904.4 A century 
later, there is an analogous push for mandating 
uniformity at an international level, but in the 
meantime no substantial, settled body of evidence 
or literature has emerged in favour — or against — 
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uniformity in accounting standards, at least to my 
knowledge. 

There thus is good reason (and, I will argue 
below, some evidence) to be sceptical of the strong 
claims that its advocates make for a single global 
set of accounting standards. So while this means 
Europe’s adoption of IFRS is a leap of faith, it also 
means it is a Brave New World for commentators 
on JFRS, myself included. I therefore caution that 
the following views are informed more by basic 
tenets of economics (and some limited evidence) 
than by a robust, directly-relevant body of re- 
search. 


2.3. Some thoughts on the role of mandatory uni- 
form accounting standards 

IFRS boosters typically take the case for manda- 
tory (i.e., required by state enactment) uniform 
(i.e., required of all public companies) accounting 
standards as self evident. In this regard, they are 
not alone: in my experience, most accounting text- 
books, most accounting teachers and much of the 
accounting literature are in the same boat. But the 
case for imposing accounting uniformity by fiat is 
far from clear. Some background analysis of the 
economic role of mandatory uniform accounting 
standards, one hopes, will assist the reader in sort- 
ing through claims as to the pros and cons of the 
European Union mandating of IFRS. 

Voluntary standards. The fundamental economic 
function of accounting standards is to provide 
‘agreement about how important commercial 
transactions are to be implemented’ (Ball, 
1995:19). For example, if lenders agree to lend to 
a company under the condition that its debt fi- 
nancing will not exceed 60% of tangible assets, it 
helps to have agreement on hew to ccunt the com- 
pany’s tangible assets as well as its debts. Are non- 
cancellable leases debt? Unfunded health care 
commitments to employees? Expected future tax 
payments due to transactions that generate book 
income now? Similarly, if a company agrees to 
provide audited profit figures to its shareholders, it 
is helpful to be in agreement as to what constitutes 
a profit. Specifying the accounting methods to be 


! The International Accounting Standards Committee 
(IASC) Foundation was incorporated in 2001 as a not-for- 
profit corporation in the State of Delaware, US. The IASC 
Foundation is the legal parent of the International Accounting 
Standards Board. 

2 For convenience, I will refer to all standards recognised by 
the IASB as IFRS. 

3 The IASB account of its history can be found at 
http://www.iasb.org/about/history.asp. 

* The proceedings of the Congress can be found on the web- 
site of the 10th World Congress of Accounting Historians: 
http://accounting .rutgers.edu/raw/aah/worldcongress/high- 
lights.htm. See also Staub (1938). 

5 The available literature includes Dye (1985), Farrell and 
Saloner (1985), Dye and Verrecchia (1995) and Pownall and 
Schipper (1999). 


International Accounting Policy Forum. 2006 


followed constitutes an agreement as to how to im- 
plement important financial and legal concepts 
such as leverage (gearing) and earnings (profit). 
Accounting methods thus are an integral compo- 
nent of the contracting between firms and other 
parties, including lenders, shareholders, managers, 
suppliers and customers. 

Failure to specify accounting methods ex ante 
has the potential to create uncertainty in the pay- 
offs to both contracting parties. For example, fail- 
ure to agree in advance whether unfunded health 
care commitments to employees are to be counted 
as debt leaves both the borrower and the lender un- 
sure aS to how much debt the borrower can have 
without violating a leverage covenant. Similarly, 
failure to specify in advance the rules for counting 
profits creates uncertainty for investors when they 
receive a profit report, and raises the cost of capi- 
tal to the firm. But accounting standards are costly 
to develop and specify in advance, so they cannot 
be a complete solution. Economic efficiency im- 
plies a trade-off, without a complete set of stan- 
dards that fully determine financial reporting 
practice in all future states of the world (i.e., ex- 
actly and for all contingencies). Some future states 
of the world are extremely costly to anticipate and 
explicitly contract for. Standards thus have their 
limits. 

The alternative to fully specifying ex ante the ac- 
counting standards to meet every future state of the 
world requires what I call ‘functional completion’ 
(Ball, 1989). Independent institutions then are in- 
serted between the firm and its financial statement 
users, their function being to decide ex post on the 
accounting standards that would most likely have 
been specified ex ante if the actually realised state 
had been anticipated and provided for. Prominent 
examples of independent institutions that play this 
role in contracting include law courts, arbitrators, 
actuaries, valuers and auditors. When deciding 
what would most likely have been specified ex 
ante if the realised state had been anticipated and 
provided for, some information is contained in 
what was anticipated and provided for. This infor- 
mation will include provisions that were specified 
for similar states to that which occurred. It also 
will include abstract general provisions that were 
intended for all states. In financial reporting, this is 
the issue involved in so-called ‘principles-based’ 
accounting: the balance between general and spe- 
cific provision for future states of the world. 

Uniform voluntary standards. | am aware of at 
least three major advantages of uniform (here in- 
terpreted as applying equally to all public compa- 
nies) standards that would cause them to emerge 
voluntarily (i.e., without state fiat). The first ad- 
vantage — scale economies — underlies all forms of 
uniform contracting: uniform rules need only be 
invented once. They are a type of ‘public good’, in 
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that the marginal cost of an additional user adopt- 
ing them is zero. The second advantage of uniform 
standards is the protection they give auditors 
against managers playing an ‘opinion shopping’ 
game. If all auditors are required to enforce the 
same rules, managers cannot threaten to shop for 
an auditor who will give an unqualified opinion on 
a more favourable rule. The third advantage is 
eliminating informational externalities arising 
from lack of comparability. If firms and/or coun- 
tries use different accounting techniques — even if 
unambiguously disclosed to all users — they can 
impose costs on others (in the language of eco- 
nomics, create negative externalities) due to lack 
of comparability. To the extent that firms inter- 
nalise these effects, it will be advantageous for 
them to use the same standards as others. 

These advantages imply that some degree of uni- 
formity in accounting standards could be expected 
to arise in a market (i.e., non-fiat) setting. This is 
what happened historically: as is the case for most 
professions, uniform accounting standards initially 
arose in a market setting, before governments be- 
came involved. In the UK, the ICAEW functioned 
as a largely market-based standard-setter until re- 
cently. In the US, the American Association of 
Public Accountants — the precursor to today’s 
American Institute of Certified Public Accountants 
— was formed in 1887 as a professional body with- 
out state fiat. In 1939, the profession accepted gov- 
ernment licensure and bowed to pressure from the 
SEC to establish a Committee on Accounting 
Procedure. The CAP issued 51 Accounting 
Research Bulletins before being replaced in 1959 
by the AICPA’s Accounting Principles Board 
(APB), which in turn was replaced in 1973 by the 
current FASB. While the trend has been to in- 
creased regulation (fiat) over time, the origin of 
uniform accounting standards lies in a voluntary, 
market setting.’ 

There also are at least three important reasons to 
expect somewhat less-than-uniform accounting 
methods to occur in a voluntary setting. First, it is 
not clear that uniform financial reporting quality 
requires uniform accounting rules (‘one size fits 
all’). Uniformity in the eyes of the user could re- 
quire accounting rules that vary across firms, 
across locations and across time. Firms differ on 
myriad dimensions such as strategy, investment 
policy, financing policy, industry, technology, cap- 
ital intensity, growth, size, political scrutiny, and 
geographical location. The types of transactions 
they enter into differ substantially. Countries differ 


6 In the extreme case of presently unimaginable future 
states, it is infinitely costly (i.e., impossible, even with infinite 
resources) to explicitly contract for optimal state-contingent 
payoffs, including those affected by financial reporting. 

7 Watts and Zimmerman (1986) note the market origins of 
financial reporting and auditing more generally. 
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in how they run their capital, labour and product 
markets, and in the extent and nature of govern- 
mental and political involvement in them. It has 
never been convincingly demonstrated that there 
exists a unique optimum set of rules for all. 

Second, as observed above it is costly to develop 
a fully detailed set of accounting standards to cover 
every feasible contingency, so standards are not the 
only way of solving accounting method choices. 
Some type of ‘functional completion’ is required. 
For example, under ‘principles based’ accounting, 
general principles rather than detailed standards are 
developed in advance and then adapted to specific 
situations with the approval of independent audi- 
tors. It therefore is not optimal for all accounting 
choices to be made according to uniform standards. 

The above-mentioned reasons to expect less than 
uniform accounting methods in a voluntary setting 
share the property that uniformity is not the opti- 
mal way to go. The third reason, that firms and/or 
countries using different accounting methods 
might not fully internalise the total costs imposed 
on others due to lack of comparability, does not 
have that property. It therefore provides a rationale 
for mandating uniformity, to which I now turn. 

Mandatory uniform standards are a possible so- 
lution to the problem of informational externali- 
ties. If their use of different accounting methods 
imposes costs on others that firms and/or countries 
do not take into account in their decisions, then it 
is feasible that the state can improve aggregate 
welfare by imposing uniformity. Whether the 
state-imposed solution can be expected to be opti- 
mal is another matter. Political factors tend to dis- 
tort state action, a theme I shall return to. 

At a more basic level, it is not clear that imper- 
fect comparability in financial reporting practice is 
a substantial problem requiring state action. Is ac- 
counting information a special economic good? 
Hotel accommodation, for example, differs enor- 
mously in quality. Different hotels and hotel chains 
differ in the standards they set and the rules they 
apply. Their rooms are not comparable in size or 
decor, their elevators do not operate at comparable 
speed, their staffs are not equally helpful, they 
have different cancellation policies, etc. There is 
no direct comparability of one hotel room with an- 
other, even with the assistance of the myriad rating 
systems in the industry, but consumers make 
choices without the dire consequences frequently 
alleged to occur from differences in accounting 
rules. All things considered, the case for imposing 
accounting uniformity by fiat is far from clear. 


2.4. Why is international convergence in 
accounting standards occurring now? 

Accounting is shaped by economics and politics 
(Watts, 1977; Watts and Zimmerman, 1986), so the 
source of international convergence in accounting 
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standards is increased cross-border integration of 
markets and politics (Ball, 1995). Driving this in- 
tegration is an extraordinary reduction in the cost 
of international communication and transacting. 
The- cumulative effect of innovations affecting al- 
most all dimensions of information costs — for ex- 
ample in computing, software, satellite and 
fibre-optic information transmission, the internet, 
television, transportation, education. — is a revolu- 
tionary plunge in the cost of being informed about 
and becoming an actor in the markets and politics 
of other countries. In my youth, only a small elite 
possessed substantial amounts of current informa- 
tion about international markets and politics. 
Today, orders of magnitude more information is 
freely available to all on the internet. Informed 
cross-border transacting in product markets and 
factor markets (including capital and labour mar- 
kets) has grown rapidly as a consequence. 
Similarly, voters and politicians are much better 
informed about the actions of foreign politicians, 
and their consequences, than just a generation ago. 
We have witnessed a revolutionary internationali- 
sation of both markets and politics, and inevitably 
this creates a demand for international conver- 
gence in financial reporting. 

How far this will go is another matter. Despite 
the undoubted integration that has occurred, no- 
tably in the capital and product markets, most mar- 
ket and political forces are local, and will remain 
so for the foreseeable future. Consequently, it is 
unclear how much convergence in actual financial 
reporting practice will (or should) eccur. I return 
to this theme below. 


3. Scoring IASB against its stated 


objectives 

This section evaluates the progress the JASB has 
made toward achieving its stated objectives, which 
include: 


1. ‘develop ... high quality, understandable and en- 
forceable global accounting standards ... that 
require high quality, transparent and compara- 
ble information ... to help participants in the 
world’s capital markets and other users ... .’ 


bo 


. ‘promote the use and rigorous application of 
those standards.’ 


3, ‘bring about convergence ... .’ 
I discuss progress toward each of these objec- 
tives in turn. 


3.1. Development 
Here the IASB has done extraordinarily well.? It 


8 Source: http://www.iasb.org/about/constitution.asp 
’ Deloitte & Touche LLP provide a comprehensive review 
of IFRS at www.iasplus.com/dttpubs/pubs.htm. 


International Accounting Policy Forum. 2006 


has developed a nearly complete set of standards 
that, if followed, would require companies to 
report ‘high quality, transparent and comparable 
information’. 

` I interpret financial reporting ‘quality’ in very 
general terms, as satisfying the demand for finan- 
cial reporting. That is, high quality financial state- 
ments provide useful information to a variety of 
users, including investors. This requires: 


* accurate depiction of economic reality (for ex- 
ample: accurate allowance for bad debts; not 
ignoring an imperfect hedge); 


e low capacity for managerial manipulation; 


e timeliness (all economic value added gets 
recorded eventually; the question is how 
promptly); and 


e asymmetric timeliness (a form of conservatism): 
timelier incorporation of bad news, relative to 
good news, in the financial statements. 


Accounting standard-setters historically have 
viewed the determinants of ‘quality’ as ‘relevance’ 
and ‘reliability,’ but I do not find these concepts 
particularly useful. For example, IASB and FASB 
recently have been placing less emphasis on relia- 
bility. In my view, this arises from a failure to dis- 
tinguish reliability that is inherent in the 
accounting for a particular type of transaction (the 
extent to which a reported number is subject to un- 
avoidable estimation error) from reliability arising 
from capacity for managerial manipulation (the 
extent to which a reported number is subject to 
self-interested manipulation by management). 

Compared to the legalistic, politically and tax- 
influenced standards that historically have typified 
Continental Europe, IFRS are designed to: 


e reflect economic substance more than legal form; 


e reflect economic gains and losses in a more 
timely fashion (in some respects, even more so 
than US GAAP); 


e make earnings more informative; 
e provide more useful balance sheets; and 


e curtail the historical Continental European dis- 
cretion afforded managers to manipulate provi- 
sions, create hidden reserves, ‘smooth’ earnings 
and hide economic losses from public view. 


The only qualification I would make to my 
favourable assessment of IFRS qua standards 


t0 The regulation was adopted on 19 July 2002 by the 
European Parliament and Council (EC)1606/2002. After ex- 
tensive political lobbying and debate, the EC ‘carved out’ two 
sections of IAS 39, while at the same time announcing this ac- 
tion as exceptional and temporary, and reiterating its support 
. for IFRS. 
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therefore is the extent to which they are imbued by 
a ‘mark to market’ philosophy, an issue to which I 
return below. 


3.2. Promotion 
Here the IASB also has experienced remarkable 
success. Indicators of this success include: 


e Almost 100 countries now require or allow 
IFRS. A complete list, provided by Deloitte and 
Touche LLP (2006), is provided in Figure 1. 


¢ All listed companies in EU member countries 
are required to report consolidated financial 
statements complying with IFRS, effective in 
2005.!° 


¢ Many other countries are replacing their na- 
tional standards with IFRS for some or all do- 
mestic companies. 


e Other countries have adopted a policy of re- 
viewing IFRS and then adopting them either 
verbatim or with minor modification as their 
national standards. 


e The International Organization of Securities 
Commissions (IOSCO), the international or- 
ganisation of national securities regulators, has 
recommended that its members permit foreign 
issuers to use IFRS for cross-border securities 
offerings and listings. 


The IASB has been tireless in promoting IFRS at 
a political level, and its efforts have paid off hand- 
somely in terms ranging from endorsement to 
mandatory adoption. Whether political action 
translates into actual implementation is another 
matter, discussed below. 


3.3. Convergence 

Convergence refers to the process of narrowing 
differences between IFRS and the accounting stan- 
dards of countries that retain their own standards. 
Depending on local political and economic factors, 
these countries could require financial reporting to 
comply with their own standards without formally 
recognising IFRS, they could explicitly prohibit 
reporting under IFRS, they could permit all com- 
panies to report under either IFRS or domestic 
standards, or they could require domestic compa- 
nies to comply with domestic standards and permit 
only cross-listed foreign companies to comply 
with either. Convergence can offer advantages, 
whatever the reason for retaining domestic stan- 
dards. It is a modified version of adoption. 

Several countries that have not adopted IFRS at 
this point have established convergence projects 
that most likely will lead to their acceptance of 
IFRS, in one form or another, in the not too distant 
future. Most notably: 
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Figure 1 
Use of IFRSs around the world 
Use of IFRSs for domestic reporting by listed companies as of February 2006. 
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+ Since October 2002, the IASB and the FASB 
have been working systematically toward con- 
vergence of IFRS and US GAAP. The 
Securities and Exchange Commission (SEQ), 
the US national market regulator, has set a tar- 
get date no later than 2009 for it accepting fi- 
nancial statements of foreign registrants that 
comply with IFRS. 


e The IASB recently commenced a similar, 
though seemingly less urgent and ambitious, 
convergence project with Japan. 


I repeat the caveat that converge de facto is less 
certain than convergence de jure: convergence in 
actual financial reporting practice is a different 
thing than convergence in financial reporting stan- 
dards. I return to this point in Section 6 below. 


4. Advantages of IFRS for investors 


4.1. Direct IFRS advantages for investors 

Widespread international adoption of IFRS of- 
fers equity investors a variety of potential advan- 
tages. These include: 


1. IFRS promise more accurate, comprehensive 
and timely financial statement information, rel- 
ative to the national standards they replace for 
public financial reporting in most of the coun- 
tries adopting them, Continental Europe in- 
cluded. To the extent that financial statement 
information is not known from other sources, 
this should lead to more-informed valuation in 
the equity markets, and hence lower risk to in- 
vestors. 


2. Small investors are less likely than investment 
professionals to be able to anticipate financial 
statement information from other sources. 
Improving financial reporting quality allows 
them to compete better with professionals, and 
hence reduces the risk they are trading with a 
better-informed professional (known as ‘ad- 
verse selection’).!! 


3. By eliminating many international differences 
in accounting standards, and standardising re- 
porting formats, IFRS eliminate many of the 


!! See Glosten and Milgrom (1985), Diamond and 
Verrecchia (1991) and Leuz and Verrecchia (2000). 

12 See Bradley, Desai and Kim (1988). 

13 The magnitude of cost of capital benefits from disclosure 
is an unsettled research question, both theoretically and em- 
pirically. Empirical studies encounter the problem of control- 
ling for correlated omitted variables, notably companies’ 
growth opportunities. Theory research is sensitive to model 
assumptions, and frequently can offer insights into the direc- 
tion but not the magnitude of any effects. See Diamond and 
Verrecchia (1991), Botosan (1997), Leuz and Verrecchia 
(2000), Botosan and Plumlee (2002), Hail (2002), Daske 
(2006) and Easton (2006). 
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adjustments analysts historically have made in 
order to make companies’ financials more 
comparable internationally. IFRS adoption 
therefore could reduce the cost to investors of 
processing financial information. The gain 
would be greatest for institutions that create 
large, standardised-format financial databases. 


4. A bonus is that reducing the cost of processing 
financial information most likely increases the 
efficiency with which the stock market incor- 
porates it in prices. Most investors can be ex- 
pected to gain from increased market 
efficiency. 


5. Reducing international differences in account- 
ing standards assists to some degree in remov- 
ing barriers to cross-border acquisitions and 
divestitures, which in theory will reward in- 
vestors with increased takeover premiums.!? 


In general, IFRS offer increased comparability 
and hence reduced information costs and informa- 
tion risk to investors (provided the standards are 
implemented consistently, a point I return to 
below). 


4.2. Indirect IFRS advantages for investors 
IFRS offer several additional, indirect advan- 
tages to investors. Because higher information 


_ quality should reduce both the risk to all investors 


from owning shares (see 1. above) and the risk to 
less-informed investors due to adverse selection 
(see 2. above), in theory it should lead to a reduc- 
tion in firms’ costs of equity capital.!? This would 
increase share prices, and would make new invest- 
ments by firms more attractive, other things equal. 

Indirect advantages to investors arise from im- 
proving the usefulness of financial’ statement in- 
formation in contracting between firms and a 
variety of parties, notably lenders and managers 
(Watts, 1977; Watts and Zimmerman, 1986). 
Increased transparency causes managers to act 
more in the interests of shareholders. In particular, 
timelier loss recognition in the financial state- 
ments increases the incentives of managers to at- 
tend to existing loss-making investments and 
strategies more quickly, and to undertake fewer 
new investments with negative NPVs, such as 
‘pet’ projects and ‘trophy’ acquisitions (Ball 2001; 
Ball and Shivakumar, 2005). Ball (2004) concludes 
this was the primary motive behind the 1993 deci- 
sion of Daimler-Benz (now DaimlerChrysler) AG 
to list on the New York Stock Exchange and report 
financial statements complying with US GAAP: 
due to intensifying product market competition 
and hence lower profit margins in its core automo- 
bile businesses, Daimler no longer could afford to 
subsidise loss-making activities. Bushman et al. 
(2006) report evidence that firms in countries with 
timelier financial-statement recognition of losses 
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are less likely to undertake negative-NPV invest- 
ments. The increased transparency and loss recog- 
nition timeliness promised by IFRS therefore 
could increase the efficiency of contracting be- 
tween firms and their managers, reduce agency 
costs between managers and shareholders, and en- 
hance corporate governance.'* The potential gain 
to investors arises from managers acting more in 
their (i.e., investors’) interests. 

The increased transparency promised by IFRS 
also could cause a similar increase in the efficien- 
cy of contracting between firms and lenders. In 
particular, timelier loss recognition in the financial 
statements triggers debt covenants violations more 
quickly after firms experience economic losses 
that decrease the value of outstanding debt (Ball 
2001, 2004; Ball and Shivakumar 2005; Ball et al., 
2006). Timelier loss recognition involves timelier 
revision of the book values of assets and liabilities, 
as well as earnings and stockholders’ equity, caus- 
ing timelier triggering of covenants based on fi- 
nancial statement variables. In other words, the 
increased transparency and loss recognition timeli- 
ness promised by IFRS could increase the effi- 
ciency of contracting in debt markets, with 
potential gains to equity investors in terms of re- 
duced cost of debt capital. 

An ambiguous area for investors will be the ef- 
fect of IFRS on their ability to forecast earnings. 
One school of thought is that better accounting 
standards make reported earnings less noisy and 
more accurate, hence more ‘value relevant’. Other 
things equal (for example, ignoring enforcement 
and implementation issues for the moment) this 
would make earnings easier to forecast and would 
improve average analyst forecast accuracy.'> The 
other school of thought reaches precisely the op- 
posite conclusion. This reasoning is along the lines 
that managers in low-quality reporting regimes are 
able to ‘smooth’ reported earnings to meet a vari- 
ety of objectives, such as reducing the volatility of 
their own compensation, reducing the volatility of 
payouts to other stakeholders (notably, employee 
bonuses and dividends), reducing corporate taxes, 
and avoiding recognition of losses.'®© In contrast, 
earnings in high-quality regimes are more inform- 
ative, more volatile, and more difficult to predict. 
This argument is bolstered in the case of IFRS 
by their emphasis on ‘fair value accounting’, as 
outlined in the following section. Fair value ac- 
counting rules aim to incorporate more-timely in- 
formation about economic gains and losses on 
securities, derivatives and other transactions into 
the financial statements, and to incorporate more- 
timely information about contemporary economic 
Josses (‘impairments’) on long term tangible and 
intangible assets. IFRS promise to make earnings 
more informative and therefore, paradoxically, 
more volatile and more difficult to forecast. 


ACCOUNTING AND BUSINESS RESEARCH 


In sum, there are a variety of indirect ways in 
which IFRS offer benefits to investors. Over the 
long term, the indirect advantages of IFRS to in- 
vestors could well exceed the direct advantages. 


5. Fair value accounting 

A major feature of IFRS qua standards is the extent 
to which they are imbued with fair value account- 
ing [a.k.a. ‘mark to market’ accounting]. Notably: 


e JAS 16 provides a fair value option for proper- 
ty, plant and equipment; 


e IAS 36 requires asset impairments (and impair- 
ment reversals) to fair value; 


¢ IAS 38 requires intangible asset impairments to 
fair value; 


e TAS 38 provides for intangibles to be revalued 
to market price, if available; 


e TAS 39 requires fair value for financial instru- 
ments other than loans and receivables that are 
not held for trading, securities held to maturity; 
and qualifying hedges (which- must be near- 
perfect to qualify);'” 


* JAS 40 provides a fair value option for invest- 
ment property; 


° IFRS 2 requires share-based payments (stock, 
options, etc.) to be accounted at fair value; and 


e IFRS 3 provides for minority interest to be 
recorded at fair value. 


This list most likely will be expanded over time. 
Both IASB and FASB have signalled their intent to 
do so. 

I have distinctly mixed views on fair value ac- 
counting. The fundamental case in favour of fair 
value accounting seems obvious to most econo- 
mists: fair value incorporates more information 
into the financial statements. Fair values contain 
more information than historical costs whenever 
there exist either: 


1. Observable market prices that managers cannot 
materially influence due to less than perfect 
market liquidity; or 


4 These ‘numerator’ effects of higher quality financial re- 
porting (i.e., increasing the cash flows arising from managers’ 
actions) in my view are likely to have a considerably larger 
influence on firms’ values than any ‘denominator’ effects 
(i.e., reducing the cost of capital). See Ball (2001: 140-141). 
However, it is difficult to disentangle the two effects in prac- 
tice. 

15 See Ashbaugh and Pincus (2001), Hope (2003) and Lang, 
Lins and Miller (2003). 

t6 See Ball, Kothari and Robin (2000) and Ball, Robin and 
Wu (2003). 

17 Available-for-sale securities are to be shown at Fair Value 
in the Balance Sheet only. 
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2. Independently observable, accurate estimates 
of liquid market prices. 


Incorporating more information in the financial 
statements by definition makes them more inform- 
ative, with potential advantages to investors, and 
other things equal it makes them more useful for 
purposes of contracting with lenders, managers 
and other parties.!® 

Over recent decades, the markets for many com- 
modities and financial instruments, including de- 
rivatives, have become substantially deeper and 
more liquid. Some of these markets did not even 
exist 30 years ago. There has been enormous con- 
current growth in electronic databases containing 
transactions prices for commodities and securities, 
and for a variety of assets such as real estate for 
which comparable sales can be used in estimating 
fair values. In addition, a variety of methods for re- 
liably estimating fair values for untraded assets 
have become generally acceptable. These include 
the present value (discounted cash flow) method, 
the first application of which in formal accounting 
standards was in lease accounting (SFAS No. 13 in 
1976), and a variety of valuation methods adapted 
from the original Black-Scholes (1973) model. In 
view of these developments, it stands to reason 
that accountants have been replacing more and 
more historical costs with fair values, obtained 
both from liquid market prices and from model- 
based estimates thereof. 

The question is whether IASB has pushed (and 
intends to push) fair value accounting too far. 
There are many potential problems with fair value 
in practice, including:!? 


¢ Market liquidity is a potentially important issue 
in practice. Spreads can be large enough to 
cause substantial uncertainty about fair value 
and hence introduce noise in the financial state- 
ments. 


¢ In illiquid markets, trading by managers can in- 
fluence traded as well as quoted prices, and 
hence allows them to manipulate fair value es- 
timates. 


e Worse, companies tend to have positively cor- 
related positions in commodities and financial 
instruments, and cannot all cash out simultane- 
ously at the bid price, let alone at the ask. Fair 
value accounting has not yet been tested by a 
major financial crisis, when lenders in particu- 
Jar could discover that ‘fair value’ means “fair 
weather value’. 


* When liquid market prices are not available, 
fair value accounting becomes ‘mark to model’ 
accounting. That is, firms report estimates of 
market prices, not actual arm’s length market 
prices. This introduces ‘model noise,’ due to 
imperfect pricing models and imperfect esti- 
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mates of model parameters. 


e If liquid market prices are available, fair value 
accounting reduces opportunities for self-inter- 
ested managers to influence the financial state- 
ments by exercising their discretion over 
realising gains and losses through the timing of 
asset sales. However, fair value accounting in- 
creases opportunities for manipulation when 
‘mark to model’ accounting is employed to 
simulate market prices, because managers can 
influence both the choice of models and the pa- 
rameter estimates. 


It is important to stress that volatility per se is 
not the concern here. Volatility is an advantage in 
financial reporting, whenever it reflects timely in- 
corporation of new information in earnings, and 
hence onto balance sheets (in contrast with 
‘smoothing,’ which reduces volatility). However, 
volatility becomes a disadvantage to investors and 
other users whenever it reflects estimation noise 
or, worse, managerial manipulation. 

The fair value accounting rules in IFRS place 
considerable faith in the ‘conceptual framework’ 
that IASB and FASB are jointly developing 
(IASB, 2001). This framework: 


e is imbued with a highly controversial ‘value 
relevance’ philosophy; 


e emphasises ‘relevance’ relative to ‘reliability;’ 


e assumes the sole purpose of financial reporting 
is direct ‘decision usefulness;’ 


e downplays the indirect ‘stewardship’ role of 
accounting; and 


e could yet cause IASB and FASB some grief. 


IASB and FASB seem determined to push ahead 
with it nevertheless. FASB staff member L. Todd 
Johnson (2005) concludes: 

“The Board has required greater use of fair value 
measurements in financial statements because it 
perceives that information as more relevant to in- 
vestors and creditors than historical cost informa- 
tion. Such measures better reflect the present 
financial state of reporting entities and better facil- 
itate assessing their past performance and future 


i8 Ball, Robin and Sadka (2006) conclude from a cross- 
country analysis that providing new information to equity in- 
vestors is not the dominant economic function of financial 
reporting (investors can be informed about gains. and losses in 
a timely fashion via disclosure, without financial statement 
recognition). Conversely, the dominant function of timely loss 
recognition is to facilitate contracting (the study focused on 
debt markets). 

1? In addition, gains and losses in fair value are transitory in 
nature and hence are unlike recurring business income. For ex- 
ample, they normally will sell at lower valuation multiples. To 
avoid misleading investors, fair value gains and losses need to 
be clearly labelled as such. 
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prospects. In that regard, the Board does not accept 
the view that reliability should outweigh relevance 
for financial statement measures.’ 

Noisy information on gains and losses is more in- 
formative than none, so even the least reliable ‘mark 
to model’ estimates certainly incorporate more in- 
formation. But this is not a sufficient basis for justi- 
fying fair value accounting, for at least four reasons: 


1. ‘Value relevance’ (i.e., informing users) is by 
no means the sole criterion for financial report- 
ing. One also has to consider the role of finan- 
cial reporting in contexts where noise matters. 
including debt and compensation contracts 
(Watts and Zimmerman, 1986; Holthausen and 
Watts, 2001). Noise in any financial informa- 
tion that affects contractual outcomes (e.g., 
lenders’ rights when leverage ratio or interest 
coverage covenants are violated; managers’ 
bonuses based on reported earnings) increases 
the risk faced by both the firm and contracting 
parties. Other things equal, it thus is a source of 
contracting inefficiency. Providing more infor- 
mation thus can be worse than providing less, 
if it is accompanied by more noise. ‘Mark to 
model’ fair value accounting can add volatility 
to the financial statements in the form of both 
information (a ‘good’) and noise arising from 
inherent estimation error and managerial ma- 
nipulation (a “bad’). 


2. It is important to distinguish ‘recognition’ (in- 
corporating information in the audited financial 
statements, notably by including estimated 
gains and losses in earnings and book value) 
from ‘disclosure’ (informing investors, for ex- 
ample by audited footnote disclosure or provi- 
sion of unaudited information, without 
incorporation in earnings or on balance sheets). 
Noisy fair value information does not necessar- 
ily have to be recognised to be useful to equity 
investors.” The case for increased deployment 
of fair value accounting in the audited financial 
statements is not based on any substantial body 
of evidence — at least of which I am aware — that 
gain and loss information is not available from 
sources outside the financial statements, and 
that value. is added in the economy by auditing 
it, let alone by incorporating it in earnings. 


3. Financial reporting conveys an important eco- 
nomic role by accurately and independently 
counting actual outcomes, and hence confirm- 
ing prior information about expected out- 
comes. In particular, if managers believe actual 
outcomes are more likely to be reported accu- 
rately and independently, they are less likely to 
disclose misleading information about their ex- 
pectations. It is possible that, as a financial re- 
porting regime strays far from reporting 
outcomes by incorporating more information 
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about expectations, the reliability of the avail- 
able information about expectations begins to 
fall. A feasible outcome is that the amount of 
information contained in the financial state- 
ments rises, and at the same time the total 
amount of information falls.*! 


4. Accounting standards and — what is more im- 
portant — accounting practice have long since 
been imbued with one of the two sides of ‘fair 
value’ accounting. That is, timely loss recogni- 
tion, in which expected future cash losses are 
charged against current earnings and book 
value of equity, is a long-standing property of 
financial reporting. The other side of ‘fair 
value,’ timely gain recognition, is not as preva- 
lent in practice (Basu, 1997). Loss recognition 
timeliness is particularly evident in common- 
law countries such as Australia, Canada, UK 
and US (Ball et al., 2000). It affects financial 
reporting practice in many ways, including the 
pervasive ‘lower of cost or market’ rule (for ex- 
ample, accruing expected decreases in the fu- 
ture realisable value of inventory against 
current earnings, but not expected increases), 
accruing loss contingency provisions (but set- 
ting a higher standard for verification.of gain 
contingencies), and long term asset impairment 
charges (but not upward revaluations). It sim- 
ply is incorrect to view the prevailing financial 
reporting model as ‘historical cost accounting’. 
Financial reporting, particularly in common- 
law countries, is a mixed process involving 
both historical costs and (especially contingent 
on losses) fair values. 


In sum, I have mixed views about the extent to 
which IFRS are becoming imbued with the current 
IASB/FASB fascination with ‘fair value account- 
ing’. On the one hand, this philosophy promises to 
incorporate more informaticn in the financial 
statements than hitherto. On the other, it does not 
necessarily make investors better off and its use- 
fulness in other contexts has not been clearly 
demonstrated. Worse, it could make investors and 
other users worse off, for a variety of reasons. The 
jury is still out on this issue. 


* Barth, Clinch and Shibano (2003) provide some theoreti- 
cal support for the proposition that recognition matters per se, 
though the result flows directly from the model’s assumptions. 
Ball, Robin and Sadka (2006) argue that equity investors are 
relatively indifferent between receiving a given amount of in- 
formation (i.e., controlling for the amount of noise) via dis- 
closure and via recognition in the financial statements. 
Conversely, they argue that the demand for recognition versus 
disclosure arises primarily from the use of financial statements 
in debt markets. 

21 See Ball (2001: 133-138) for elaboration. 
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- 6. Effect on investors of uneven 


implementation 

I believe there are overwhelming political and eco- 
nomic reasons to expect IFRS enforcement to be 
uneven around the world, including within 
Europe. Substantial international differences in fi- 
nancial reporting practice and financial reporting 
quality are inevitable, international standards or no 
international standards. This conclusion is based 
on the premise that — despite increased globalisa- 
tion — most political and economic influences on 
financial reporting practice remain local. It is rein- 
forced by a brief review of the comparatively 
toothless body of international enforcement agen- 
cies currently in place. The conclusion also is sup- 
ported by a fledgling academic literature on the 
relative roles of accounting standards and the in- 
centives of financial-statement preparers in deter- 
mining actual financial reporting practice. 


One concern that arises from widespread IFRS ` 


adoption is that investors will be mislead into be- 
lieving that there is more uniformity in practice 
than actually is the case and that, even to sophisti- 
cated investors, international differences in report- 
ing quality now will be hidden under the rug of 
seemingly uniform standards. In addition, uneven 
implementation curtails the ability of uniform 
standards to reduce information costs and informa- 
tion risk, described above as an advantage to in- 
vestors of IFRS. Uneven implementation could 
increase information processing costs to transna- 
tional investors — by burying accounting inconsis- 
tencies at a deeper and less transparent level than 
differences in standards. In my view, IFRS imple- 
mentation has not received sufficient attention, 
perhaps because it lies away from public sight, 
‘under the rug’. 


6.1. Markets and politics remain primarily local, 
not global | 

The fundamental reason for being sceptical 
about uniformity of implementation in practice is 
that the incentives of preparers (managers) and en- 
forcers (auditors, courts, regulators, boards, block 


22 Considering the amount of time the IASB has exerted in 
lobbying governments (the EU included) on IFRS adoption, 
there is some irony in Sir David focusing on international in- 
tegration of markets, without mentioning integration of politi- 
cal forces. The strongly adverse initial reaction to the 
publication of Watts (1977) and Watts and Zimmerman 
(1978), introducing the topic of political influences on finan- 
cial reporting practice, suggests this is a sensitive issue. 

23 The metric system was first proposed in 1791, was adopt- 
ed by the French revolutionary assembly in 1795, and was 
substantially refined and widely adopted during the second 
half of the nineteenth century (primarily in code law coun- 
tries). France then ceded control of the system to an interna- 
tional body, and in 1875 the leading industrialised countries 
(including the US, but not the UK) created the International 
Bureau of Weights and Measures to administer it. 
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shareholders, politicians, analysts, rating agencies, 
the press) remain primarily local. 

All accounting accruals (versus simply counting 
cash) involve judgments about future cash flows. 
Consequently, there is much leeway in implement- 
ing accounting rules. Powerful local economic and 
political forces therefore determine how managers, 
auditors, courts regulators and other parties influ- 
ence the implementation of rules. These forces 
have exerted a substantial influence on financial 
reporting practice historically, and are unlikely 
to suddenly cease doing so, IFRS or no IFRS. 
Achieving uniformity in accounting standards 
seems easy in comparison with achieving unifor- 
mity in actual reporting behaviour. The latter 
would require radical change in the underlying 
economic and political forces that determine actu- 
al behaviour. 

Sir David Tweedie, IASB chairman, premises 
the case for international uniformity in accounting 
standards on global integration of markets: 

‘As the world’s capital markets integrate, the 
logic of a single set of accounting standards is ev- 
ident. A single set of international standards will 
enhance comparability of financial information 
and should make the allocation of capital across 
borders more efficient. The development and ac- 
ceptance of international standards should also re- 
duce compliance costs for corporations and 
improve consistency in audit quality.’ 

But this logic works both ways. One can change 
the underlying premise to make a case against uni- 
formity. Because capital markets are not perfectly 
integrated (debt markets in particular), and be- 
cause more generally economic and political inte- 
gration are both far from being complete, the logic 
of national differences should be equally evident. 
While increased internationalisation of markets 
and politics can be expected to reduce some of the 
diversity in accounting practice across nations, na- 
tions continue to display clear and substantial do- 
mestic facets in. both their politics and how their 
markets are structured, so increased internationali- 
sation cannot be expected to eliminate diversity in 
practice. 

I have heard an analogy made between IFRS and 
the metric system of uniform weights and meas- 
ures.” The analogy is far from exact, but instruc- 
tive nevertheless. There is an old saying: ‘The 
weight of the butcher’s thumb on the scale is heav- 
ier in ... [other country X].’ Despite uniform meas- 
urement rules, the butcher’s discretion in 
implementing them is limited only by the practised 
eye of the customer, by concern for reputation, and 
by the monitoring of state and private inspection 
systems. The lesson from this saying 1s that moni- 
toring mechanisms operate differently across na- 
tions. There is considerably more discretion in 
implementing financial reporting rules than in 
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weighing meat, and consequently this is offset by 
considerably more complex, frequent and effective 
financial reporting monitoring mechanisms. But 
here too the monitoring mechanisms operate dif- 
_ ferently across nations. 

Before getting too carried away with globalisa- 
tion, it is worth remembering that in fact most 
markets and most politics are local, not global. The 
late Tip O'Neill, long-time speaker of the US 
House of Representatives, famously stated 
(O’Neill, 1993): ‘All politics is local.’ Much the 
same could be said about markets. Important di- 
mensions in which the world still looks consider- 
ably more local than global include: 


e Extent and nature of government involvement 
in the economy; 


e Politics of government involvement in finan- 
cial reporting practices (e.g., political influence 
of managers, corporations, labour unions, 
banks); 


* Legal systems (e.g., common versus code law; 
shareholder litigation rules); 


e Securities regulation and regulatory bodies; 
e Depth of financial markets; 


e Financial market structure (e.g., closeness of re- 
lationship between banks and client companies); 


e The roles of the press, financial analysts and 
rating agencies; 


e Size of the corporate sector; 


e Structure of corporate governance (e.g., rela- 
tive roles of labour, management and capital); 


e Extent of private versus public ownership of 
corporations; 


e Extent of family-controlled businesses; 


e Extent of corporate membership in related- 
company groups (e.g., Japanese keiretsu or 
Korean chaebol); 


e Extent of financial intermediation; 


e The role of small shareholders vs. institutions 
and corporate insiders; 


e The use of financial statement information, in- 
cluding earnings, in management compensa- 
tion; and 


¢ The status, independence, training and com- 
pensation of auditors. 


The above list is far from complete, but it gives 
some sense of the extent to which financial report- 
ing occurs in a local, not global, context. Despite 
increased globalisation, the clear majority of eco- 
nomic and political activity remains intranational, 
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the implication being that the primary driving 
forces behind the majority of actual accounting 
practices seem likely to remain domestic in nature 
for the foreseeable future. 

The most visible effect of local political and eco- 
nomic factors on IFRS lies at the level of the na- 
tional standard adoption decision.” This already 
has occurred to a minor degree, in the EU ‘carve 
out’ from IAS 39 in the application of fair value 
accounting to interest rate hedges. The European 
version of IAS 39 emerged in response to consid- 
erable political pressure from the government of 
France, which responded to pressure from domes- 
tic banks concerned about balance sheet volatili- 
ty.” Episodes like this are bound to occur in the 
future, whenever reports prepared under IFRS pro- 
duce outcomes that adversely affect local interests. 

Another level at which local political and eco- 
nomic factors are likely to visibly influence IFRS 
adoption stems from the latitude IFRS give to 
firms to choose among alternative accounting 
methods.” Local factors make it unlikely that this 
discretion will be exercised uniformly across 
countries, and across firms within countries. 

Nevertheless, in my view the most likely effect 
of local politics and local market realities on IFRS 
will be much less visible than was the case with 
the prolonged political debate on IAS 39. I believe 
the primary effect of local political and market fac- 
tors will lie under the surface, at the level of im- 
plementation, which is bound to be substantially 
inconsistent across nations. 

Does anyone seriously believe that implementa- 
tion will be of equal standard in all the nearly 100 
countries, listed in Figure 1, that have announced 
adoption of IFRS in one way or another? The list 
of adopters ranges from countries with developed 
accounting and auditing professions and devel- 
oped capital markets (such as Australia) to coun- 
tries without a similarly developed institutional 
background (such as Armenia, Costa Rica, 
Ecuador, Egypt, Kenya, Kuwait, Nepal, Tobago 
and Ukraine). 

Even within the EU, will implementation of 
IFRS be at an equal standard in all countries? The 
list includes Austria, Belgium, Cyprus, Czech 
Republic, Denmark, Germany, Estonia, Greece, 
Spain, France, Ireland, Italy. Latvia, Lithuania, 
Luxembourg, Hungary, Malta, Netherlands, Poland, 
Portugal, Slovenia, Slovakia, Finland, Sweden and 


*4 Zeff (2006) surveys political influences on standard adop- 
tions in the US, Canada, the UK and Sweden. and also in re- 
lation to IFRS. 

25 In my view, governments will nat in practice cede the de- 
cision to impair banks’ balance sheets to accountants. In the 
event of a financial crisis, there is strong political pressure to 
not mark banks’ balance sheets to market, in order to avoid 
bank closures resulting from violating prudential ratios, as 
witnessed in Japan over the last decade. 

26 See Watts (1977) and Watts and Zimmerman (1986). 
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the UK. It is well known that uniform EU econom- 
ic rules in general are not implemented evenly, with 
some countries being notorious standouts.” What 
makes financial reporting rules different? 

Accounting accruals generally require at least 
some element of subjective judgment and hence 
can be influenced by the incentives of managers 
and auditors. Consider the case of IAS 36 and IAS 
38, which require periodic review of long term 
tangible and intangible assets for possible impair- 
ment to fair value. Do we seriously believe that 
managers and auditors will comb through firms’ 
asset portfolios to discover economically impaired 
assets with the same degree of diligence and ruth- 
lessness in all the countries that adopt IFRS? Will 
auditors, regulators, courts, boards, analysts, rating 
agencies, the press and other monitors of corporate 
financial reporting provide the same degree of 
oversight in all IFRS-adopting countries? In the 
event of a severe economic downturn creating 
widespread economic impairment of companies’ 
assets, will the political and regulatory sectors of 
all countries be equally likely to turn a blind eye? 
Will they be equally sympathetic to companies 
failing to record economic impairment on their ac- 
counting balance sheets,-in order to avoid loan de- 
fault or bankruptcy (as did Japanese banks for an 
extended period)? Will local political and econom- 
ic factors cease to exert the influence on actual 
financial reporting practice that they have in the 
past? Or will convergence among nations in adopt- 
ed accounting standards lead to an offsetting di- 
vergence in the extent to which they are 
implemented? 

The drift toward fair value accounting in IFRS 
will only accentuate the extent to which IFRS im- 
plementation depends on manager and auditor 
judgment, and hence is subject to local political 
and economic influence. Furthermore, the clear 
majority of IFRS adopting countries cannot be said 
to possess deep securities, derivatives and curren- 
cy markets. Implementation of the IFRS fair value 
accounting standards in many countries will en- 
counter problems with illiquidity, wide spreads 
and subjectivity in ‘mark to model’ estimates of 
fair value. Furthermore, in many countries the 
available information needed to implement the 
asset impairment standards is meagre and not read- 
ily observable to auditors and other monitors. To 
make matters worse, the countries in which there 
will be greater room to exercise judgment under 
fair value accounting, due to lower-liquidity mar- 


27 For example, the Financial Times (July 19, 2005) reports 
that ‘Italy has the worst record of all European Union member 
states when it comes to implementing the laws that underpin 
the EU’s internal market, according to data released by the 
European Commission yesterday. ... The worst performers 
apart from Italy are Luxembourg, Greece, the Czech Republic 
and Portugal.’ 
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kets and poorer information about asset impair- 
ment, are precisely the countries with weaker local 
enforcement institutions (audit profession, legal 
protection, regulation, and so on). Judgment is a 
generic property of accounting standard imple- 
mentation, but worldwide reliance on judgment 
has been widely expanded under IFRS by the drift 
to fair value accounting and by the adoption of fair 
value standards in countries with illiquid markets. 

It is worth bearing in mind that from the outset 
the IASC, the precursor to the IASB, has been 
strongly supported by the ‘G4+1’ common law 
countries (Australia, Canada, New Zealand, UK 
and US) which have comparatively deep markets 
and comparatively developed shareholders’ rights, 
auditing professions, and other monitoring sys- 
tems. Its philosophy has been tilted toward a com- 
mon-law view of financial reporting (a topic 
discussed further below). This view forms the 
foundation for accounting standards that require 
timely recognition of losses, in particular the asset 
impairment standards IAS 36 and IAS 38. 
Historically, common-law financial reporting has 
exhibited a substantially greater propensity to 
recognise economic losses in a timely fashion than 
financial reporting in Continental Europe and Asia 
(Ball, Kothari and Robin, 2000; Ball et al., 2003). 
Implementation of [AS 36 and IAS 38 requires 
subjective assessments of future cash flows, some- 
times decades into the future, and thus is subject to 
a large degree of discretion. It remains to be seen 
if managers, auditors, regulators and other moni- 
tors outside of the common-law countries will be 
persuaded by IFRS adoption that it is in their in- 
terests to radically change their behaviour. 

In sum, even a cursory review of the political 
and economic diversity among IFRS-adopting na- 
tions, and of their past and present financial re- 
porting practices, makes the notion that uniform 
standards alone will produce uniform financial re- 
porting seems naive. This conclusion is strength- 
ened by the following review of the weak 
international IFRS enforcement mechanisms that 
are in place, and by a review of the relevant litera- 
ture on the relative roles of accounting standards 
and the reporting incentives of financial statement 
preparers (i.e., managers and auditors). 


6.2. IFRS enforcement mechanisms 

Under its constitution, the [ASB is a standard- 
setter and does not have an enforcement mecha- 
nism for its standards: it can cajole countries and 
companies to adopt IFRS in name, but it cannot re- 
quire their enforcement in practice. It cannot pe- 
nalise individual companies or countries that adopt 
its standards, but in which financial reporting prac- 
tice is of low quality because managers, auditors 
and local regulators fail to fully implement the 
standards. Nor has it shown any interest in disal- 
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lowing or even dissuading low-quality companies 
or countries from using its ‘brand name’. 
Individual countries remain primarily regulators of 
their own financial markets, EU member countries 
included. That exposes IFRS to the risk of adop- 
tion in name only. 

Worldwide regulatory bodies generally are re- 
garded as toothless watchdogs, despite recent at- 
tempts to strengthen them. The ‘alphabet soup’ of 
international regulators now includes: 


e International Auditing and Assurance 
Standards Board (IAASB), a committee of the 
International Federation of Accountants 
(IFAC). IAASB issues and promotes uniform 
auditing practices worldwide, but lacks effec- 
tive enforcement powers. 


¢ International Organization of Securities 
Commissions (IOSCO), an umbrella organisa- 
tion of national regulators. IOSCO develops 
and promotes securities regulation standards 
and their enforcement. It encourages member 
countries to adopt IFRS, but does not police 
their enforcement. 


¢ Public Interest Oversight Board (PIOB), estab- 
lished in February 2005 by IOSCO, the Basel 
Committee on Banking Supervision (BCBS), 
the International Association of Insurance 
Supervisors (AIS), the World Bank, and the 
Financial Stability Forum. PIOB will oversee 
IFAC’s standard-setting activities in audit per- 
formance, independence, ethics, quality con- 
trol, assurance and education. In relation to 
enforcement, it will oversee IFAC’s Member 
Body Compliance Program. 


European regulatory bodies include: 


e Committee of European Securities Regulators 
(CESR). CESR promulgates high-level IFRS 
enforcement principles. 


e EU Directive on Statutory Audit of Annual 
Accounts and Consolidated Accounts. The EU 
Directive mandates EU-wide auditing stan- 
dards. 


Whether these bodies will substantially har- 
monise actual reporting behaviour in not yet clear. 
Even if all IFRS-adopting nations agreed to fully 
cede their sovereignty over regulation of financial 
reporting to these transnational bodies, which 
seems highly doubtful, domestic political and eco- 
nomic forces most likely would cause them to ab- 
rogate that agreement whenever it suited them.” 


6.3. Standards versus incentives 

An emerging literature investigates the extent to 
which differences in actual reporting behaviour are 
endogenous (i.e., determined by real economic and 
political factors that are local in nature and that 
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differ among countries). The relevance of this lit- 
erature to IFRS implemenation is the implication 
that, to the extent financial reporting practice is en- 
dogenous, an exogenously-developed set of ac- 
counting standards is unlikely to materially change 
firms’ actual reporting behaviour. Complete endo- 
geneity would imply that change in financial re- 
porting would occur only if there was change in 
the real economic and political factors that deter- 
mine it — for example, it would imply that uniform 
financial reporting would only occur under per- 
fectly integrated world markets and political sys- 
tems, uniform standards notwithstanding. Partial 
endogeneity would imply that adopting uniform 
international standards would have some, but lim- 
ited, success in overcoming national differences in 
the real economic and political factors that deter- 
mine actual practice, and hence in reducing differ- 
ences in financial reporting practice. 

Research on the economic and political factors 
that influence financial reporting practice interna- 
tionally includes Ball, Kothari and Robin (2000); 
Pope and Walker (1999); Ball, Robin and Wu 
(2000, 2003); Ali and Hwang (2000); Leuz (2003); 
Leuz, Nanda and Wysocki (2003); Bushman, 
Piotroski and Smith (2004, 2006); Bushman and 
Piotroski (2006); Ball, Robin and Sadka (2006); 
and Leuz and Oberholzer (2006). One contribution 
of this research is to document substantial differ- 
ences among countries in reporting behavior that 
are endogenously determined by local economic 
and political factors. This evidence implies that 
adopting uniform IFRS would not fully overcome 
national differences in financial reporting practice. 
A related contribution 1s more direct evidence that 
exogenously imposed standards do not substantial- 
ly influence financial reporting quality. 

Ball, Kothari and Robin (2000) investigate dif- 
ferences in financial reporting quality between 
common-law and code-law countries.2? Common 
law takes its name from the process whereby laws 
originate: it its pure form, common law arises from 
what is commonly accepted to be appropriate prac- 
tice. Common law originated in England and 
spread to its former colonies (US, Canada, 


28 A recent parallel is France’s refusal to enforce EU 
takeover rules, which has led to corsiderable watering down 
of the rules after a decade of negotiation. In the meantime, 
France announced it would block rumoured takeovers of 
Groupe Danone SA by the US company PepsiCo Inc., and of 
Suez SA by Italy’s Enel SpA. As a result of France’s political 
position, EU rules have been loosened so that member states 
now have wide latitude to set their own standards in relation 
to takeover defences. The notion of an integrated European 
market for corporate control thereby has been considerably di- 
luted. The lesson is that global rules. will prevail so long as 
they do not run foul of important local interests. Why would 
financial reporting rules be any different? 

2 Ball, Kothari and Robin (2000) was replicated and ex- 
tended (the publication dates are misleading) by Pope and 
Walker (1999). 
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Australia, New Zealand). It tends to be more mar- 
ket-oriented, supports a proportionately larger list- 
ed corporate sector, is more litigious, tends to 
presume that investors are outsiders ‘at arm’s- 
length’ from the company, and hence is more like- 
ly to presume that investors rely on timely public 
disclosure and financial reporting. Financial re- 
porting practice (and rules) emphasises timely 
recognition of losses in the financial statements. 
Earnings are more volatile, more informative, and 
more closely-followed by investors and analysts. 
Unlike code law, common law in its purest form 
makes standard-setting a private-sector responsi- 
bility. 

Code law also takes its name from the process 
whereby laws, including financial reporting rules, 
are created: they are ‘coded’ in the public sector. 
Politically powerful stakeholder groups necessari- 
ly are represented in both codifying and imple- 
menting rules. Code law originated in Continental 
Europe and spread to the former colonies of 
Belgium, France, Germany, Italy, Portugal and 
Spain. Code-law countries generally are less mar- 
ket-oriented, have proportionately larger govern- 
ment and unlisted private-company sectors, are 
less litigious, and are more likely to operate an ‘in- 
sider access’ model with less emphasis on public 
financial reporting and disclosure. There is less 
emphasis on timely recognition of losses in the 
public financial statements, and earnings have 
lower volatility and lower informativeness. 

Ball, Robin and Wu (2003) study four East Asian 
countries. They argue that the companies in these 
countries are more likely to be members of related 
corporate groups, including those under family 
control, in which a version of the ‘insider access’ 
model operates and hence there is less emphasis 
than under common law on public financial re- 
porting and disclosure. While the specific politi- 
cally powerful stakeholder groups are different 
than in typical code-law countries (notably, organ- 
ised labour typically has less political clout in Asia 
than in code law countries), governments play a 
similar role in the economy. 

In practice, the distinction between the code-law, 
common-law and Asian groupings is blurred (for 
example, where does one place Hong Kong over 
time?). Ball, Kothari and Robin (2000) and Ball, 
Robin and Wu (2003) use the categories as an im- 
perfect proxy for the extent and type of political 
involvement in the economy, and hence of the ex- 
tent to which political (versus market) factors in- 
fluence finacial reporting practice. Countries with 
highly politicised economies are more likely to 
politicise financial reporting practice, but they also 
tend to gravitate toward an “insider access’ (versus 
public disclosure) model and to grant politically 
powerful stakeholder groups an important role. 
Leuz, Nanda and Wysocki (2003) eschew country- 
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type classifications and employ the more-detailed 
legal-system variables reported in La Porta et al. 
(1997, 1998), though in a different context Ball, 
Robin and Sadka (2006) report evidence that coun- 
try-type variables work better, consistent with the 
view that detailed institutional variables are en- 
dogenously determined by more primitive political 
and economic factors. Which approach better ex- 
plains international differences in financial report- 
ing practice is an interesting and not fully resolved 
issue. Nevertheless, all studies indicate that differ- 
ences in actual reporting behavior are endogenous 
(i.e., determined by real economic and political 
factors that differ among countries). 

Some idea of international differences in finan- 
cial reporting quality can be obtained from Figure 
2, which summarises results in Ball, Kothari and 
Robin (2000) and Ball, Robin and Wu (2000, 
2003). The three panels graph the sensitivity of re- 
ported earnings to contemporary economic gains 
and losses, as measured imperfectly by fiscal-year 
stock returns (details are provided in the source ar- 
ticles). The heights of the bars represent estimates 
of the sensitivity of earnings to contemporary eco- 
nomic gains (black bars) and to contemporary eco- 
nomic losses (white bars) in a particular country or 
group of countries. These sensitivity estimates 
capture the timeliness of gain and loss recognition 
in the countries and country groups — important at- 
tributes of financial reporting quality°° 

Panel A summarises the results for three country 
groups: common-law, code-law and East Asia. 
Panels B and C provide estimates for a selection of 
individual countries. Differences in financial re- 
porting practice among the three groups are readi- 
ly apparent. The most notable difference is the 
considerably higher sensitivity of earnings to con- 
temporary economic losses in the common-law 
category. This evidence of timelier recognition of 
economic losses under common-law accounting is 
consistent with the greater emphasis on sharehold- 
er value in common-law countries. 

The converse is especially relevant to doubts 
about the quality of IFRS implementation that will 
occur, over time, outside of common-law coun- 
tries. Timelier loss recognition is less likely in 
countries where managers are more protected, and 
shareholders have a lesser role in governance, be- 
cause it puts unwelcome pressure on managers to 
fix their loss-making investments and strategies 


30 Starting with Ball, Kothari and Robin (2000), researchers 
have been concerned that the estimates reported in Figure 2 
could differ in reliability (or bias) across countries and groups, 
because they rely on share price data. While Ball, Kothari and 
Robin (2000: 48) note several reasons to discount this con- 
cern, researchers have developed other tests, which corrobo- 
rate the price-based results. These include tests based on the 
time series of reported earnings (Ball and Robin, 1999; Ball, 
Robin and Wu, 2003) and accruals-based tests (Ball and 
Shivakumar, 2005; Bushman, Piotroski and Smith, 2006). 
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Figure 2 
Timeliness of earnings historically has depended on countries’ political and economic institutions 


Panel A 
Common-law, Code-law and East Asia country groups 
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Figure 2 (continued) 
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Sources: Ball, Kothari and Robin (2000); Ball, Robin and Wu (2000, 2003). 


more quickly, and to undertake fewer negative- 
NPV investments in the first place. For example, 
timely loss recognition helps to curb managers’ ap- 
petites for ‘pet’ projects and ‘trophy’ acquisitions 
that are socially wasteful and not in the sharehold- 
ers’ interests (Ball, 2001; Ball and Shivakumar, 
2005). It is not surprising that loss recognition 
timeliness is lower on average in countries where 
individual shareholders are deemed less important 
and managers have more latitude to pursue their 
own preferences. The key implementation ques- 
tion is whether managers in countries whose sys- 
tems are less responsive to the interests of 
shareholders will‘ change their habits under IFRS, 
and exercise their subjective judgment to a greater 
degree in tying their own hands. I have my doubts. 

China’s experience provides a more direct 
source of evidence on the extent of IFRS imple- 
mentation when it is imposed by governments, 
without change occurring in the fundamental eco- 
nomic and political factors affecting financial re- 
porting practice. Ball, Robin and Wu (2000) study 
China’s requirement that all domestic companies 
with foreign shareholders publish financial state- 
ments that conform to IFRS (then known as IAS) 
and that are audited by an international accounting 


firm. Many features of China’s institutional envi- 
ronment militate against high-quality financial re- 
porting, among them being the prevalence of 
‘insider’ networks, the strong political roles of the 
Chinese government and army in the economy, 
and the absence of shareholder litigation rights. 
Ball, Robin, and Wu report that these institutional 
features appear to swamp the effect of mandating 
IAS. When reporting under international account- 
ing standards, the financial statements of Chinese 
firms are no more timely in reflecting economic 
gains or losses than when reporting under local 
standards. This is shown graphically in Panel C of 
Figure 2, where the sensitivities of Chinese earn- 
ings to contemporary economic gains and losses 
(.e., estimates of gain and loss recognition timeli- 
ness) resemble those of other Asian countries and 
are substantially lower than the common-law 
equivalents. China’s experience with mandating 
YAS shows that it is difficult to achieve a notice- 
able improvement in financial reporting quality in 
practice by implanting exogenously developed ac- 
counting standards into a complex institutional en- 
vironment. 

Ball, Robin and Wu (2003) argue that a similar 
outcome is evident in the four East Asian countries 
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(Hong Kong, Malaysia, Singapore and- Thailand) 
reported as a group in Panel A of Figure 2, and in- 
dividually in Panel C. Accounting standards in 
these countries historically have been based on 
British standards, on US GAAP and more recently 
on JAS: that is, they have followed a fundamental- 
ly common-law model. If implemented fully, these 
standards should facilitate comparatively high- 
quality financial reporting, and timely loss recog- 
nition in particular. However the outcome, evident 
in the graphs, is different: earnings in the four East 
Asian countries exhibit low sensitivity to both eco- 
nomic gains and losses, in sharp contrast with the 
common-law group. 

An important implication of this area of research 
is that international differences in financial report- 
ing practice occcur as an endogenous function of 
local political and economic institutions, and that 
importing an exogenously-developed set of ac- 
counting standards will not necessarily change 
firms’ actual reporting behavior in a material fash- 
ion. The experiment in China is directly analogous 
to the EU adopting IFRS, and the East Asian ex- 
perience provides a useful precedent also. Like 
China and East Asia, Continental European coun- 
tries have predominantly code-law institutional 
structures and preparer incentives. The experience 
of those countries in importing international stan- 
dards derived from a common law view of finan- 
cial reporting illustrates the difficulty of obtaining 
change in actual financial reporting practice by im- 
porting exogenously developed accounting stan- 
dards into a complex political and economic 
environment.?! 


6.4. Uneven implementation: overview 

Uneven implementation of IFRS seems in- 
evitable. Accrual accounting (and fair value ac- 
counting in particular) involves judgements about 
future cash flows and thereby provides leeway in 
IFRS implementation. Powerful local economic 
and political forces determine how managers, au- 
ditors, courts and regulators respond to that lee- 
way. Uneven implementation curtails the ability of 
uniform standards to reduce information costs and 
information risk. It could increase information 
processing costs, by burying accounting inconsis- 
tencies at a deeper and less transparent level than 
more-readily observable differences in standards. 
It threatens to curtail many of the potential bene- 
fits of IFRS adoption. 

I believe implementation issues deserve far 
greater attention. There is an emerging academic 
literature on the topic.** Nevertheless, texts on na- 
tional financial accounting and on international ac- 
counting usually contain elaborate expositions on 
accounting standards, but little on the incentives of 
preparers and how these systematically affect ac- 
tual financial reporting practice? The focus tends 
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to be on what the rules sav, not on how they are 
implemented in practice. 

Implementation is the Achilles heel of IFRS. 
There are overwhelming rolitical and economic 
reasons to expect IFRS enforcement to be uneven 
around the world, including within Europe. 
Substantial international differences in financial 
reporting quality are inevitable, and my major con- 
cerns are that investors will be mislead into be- 
lieving that there is more uniformity in practice 
than actually is the case and that, even to sophisti- 
cated investors, international differences in report- 
ing quality now will be hidden under the rug of 
seemingly uniform standards. 


7. Some longer term concerns 

This section contains conjectures on some issues 
of longer term concern. One concern is that allow- 
ing unfettered use of the IFRS ‘brand name’ by 
any country discards information about reporting 
quality differences, and does not allow high-quali- 
ty financial reporting regimes to signal that they 
follow better standards than low-quality regimes. 
Another concern is that international standards re- 
duce competition among alternative financial re- 
porting systems, and hence reduce innovation. 
Finally, while the IASB and its promulgated stan- 
dards historically have enjoyed — and currently do 
enjoy — a strong ‘common law’ orientation, over 
time the IASB risks becoming a politicised, po- 
larised, bureaucratic, UN-style body. 


7.1. The IFRS brand name problem 

In the presence of local political and economic 
factors that exert substantial influence on local fi- 
nancial reporting practice, and in the absence of an 
effective worldwide enforcement mechanism, the 
very meaning of IFRS adoption and the implica- 
tions of adoption are far from clear. In the enthusi- 
asm of the current moment, the IFRS “brand name’ 
currently is riding high, and IFRS adoption is 
being perceived as a signal of quality. I am not sure 
how long that perception will last. 


3! Other evidence supports this conclusion. Leuz (2003) re- 
ports that the financial reporting quality of German firms list- 
ed on the New Market does not depend on their choice of US 
GAAP or IFRS (presumably it is determined by preparers’ in- 
centives, not by accounting standards). Ball and Shivakumar 
(2005) report substantial differences in reporting quality be- 
tween U.K. public and private firms, despite them using iden- 
tical accounting standards. Burgstahler, Hail and Leuz (2006) 
and Peek, Cuijpers and Buijink (2006) report similar evidence 
zor wider samples of EU public and private firms. 

32 See: El-Gazzar, Finn and Jacob (1999), Sireet, Gray and 
Bryant (1999), Street and Gray (2001, 2002), Street and 
Bryant (2000), Murphy (2000), Aisbitt (2004) and Larson and 
Street (2004). 

33 See: Choi, Frost and Meek (1999), Mueller, Gernon and 
Meek (1997), Nobes (1992), Nobes and Parker (1995) and 
Radebaugh and Gray (1997). 
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An example of a costless (hence useless) signal about quality 


Our Values 


RESPECT: We treat others as we would like to be treated ourselves. We do not tolerate abusive or disrespect- 


ful treatment. Ruthlessness, callousness, and arrogance don’t belong here. 


INTEGRITY: We work with customers and prospects openly, honestly, and sincerely. When we say we will do 
something, we will do it; when we say we cannot or will not do something, then we won’t do it. 


COMMUNICATION: We have an obligation to communicate. Here, we take the time to talk to one another ... 
and to listen. We believe that information is meant to move and that information moves people. 


EXCELLENCE: We are satisfied with nothing less than the very best in everything we do. We will continue to 
raise the bar for everyone. The great fun here will be for all of us to discover just how good we can really be. 


Source: Enron Corporation, 1998 Annual Report. 


In a famous model, Nobel laureate Michael 
Spence (1973) introduced economics to the impor- 
tant problem of credibly signalling one’s quality. 
He argued that when a user wants to know the 
quality levels of other economic agents, but avail- 
able information about quality is imperfect, the 
higher-quality agents want to send signals to dis- 
tinguish themselves from those who are lower- 
quality. But a signal will be credible to its recipient 
only if the costs of signalling are negatively corre- 
lated with actual quality. Unless it is more costly 
for the lower-quality agents to claim they are of 
high quality, they will join the high-quality agents 
in making that claim. If the equilibrium then is that 
every agent makes the same claim, the signal loses 
its informativeness. The only way to make a signal 
informative (i.e., obtain an equilibrium in which 
only the higher-quality agents signal they are of 
high quality) is for the system to incorporate a cost 
of signalling that the lower-quality agents are not 
prepared to pay. 

Applying this reasoning to the hodgepodge of 
100 or so IFRS adopters listed in Figure 1 is dis- 
quieting. If investors want to know the reporting 
quality levels of companies resident in a variety of 
countries, but do not have complete knowledge 
about the countries’ quality levels, then higher- 
quality countries might want to choose IFRS to 
distinguish themselves from those of lower quali- 
ty. But the problem with IFRS adoption, as a sig- 
nal to investors about the financial reporting 
quality of a preparer, is that it is almost costless for 
all countries to signal that they are of high quality: 
1.€., to adopt the highest available accounting stan- 
dards on paper. Worse, IFRS adoption most likely 
costs less to the lower-quality countries, for two 
reasons. First, the lower-quality regimes will incur 
fewer economic and political costs of actually en- 
forcing the adopted standards. It is the higher- 
quality reporting regimes that are more likely to 
incur the cost of actually enforcing IFRS, because 
they have the institutions (such as a higher-quality 


audit profession, more effective courts system, 
better shareholder litigation rules) that are more 
likely to require enforcement of whatever stan- 
dards are adopted. Second, by wholesale adoption 
of IFRS, the lower-quality regimes can avoid the 
costs of running their own standard-setting body, 
which likely are proportionally higher than in larg- 
er economies.*4 

The signalling equilibrium thus is likely to be 
that both the lower-quality and the higher-quality 
countries find it in their interest to adopt IFRS, so 
the adoption decision becomes uninformative 
about quality. Judging by the list of approximately 
100 IFRS adopters, this is what has transpired. A 
classic ‘free rider’ problem emerges: it is essen- 
tially costless for low-quality countries to use the 
IFRS ‘brand name,’ so they all do. If IFRS adop- 
tion is a free good, what companies or countries 
will not take it? When it is costless to say other- 
wise, who is going to say: “We will not adopt high 
standards’? 

Figure 3 provides an example of a costless (and 
hence useless) signal about quality: Enron 
Corporation’s stated code of ethics, denoted ‘Our 
Values’. This set of high ethical standards was re- 
ported to the public in Enron’s 1998 Annual 
Report, released early in 1999, at the height of the 
company’s malfeasance in financial and energy 
markets. Relatively speaking, it costs little to adopt 
such standards and promote their adoption to the 
public. Enforcing the standards is another matter: 
in Enron’s case, that would have involved not only 
the cost of inspection and audit of managerial be- 
haviour, but also the cost to managers of forgoing 
opportunities to manipulate energy and capital 
markets. 


34 This has been claimed to be an advantage of IFRS. No 
doubt it is an advantage to the lower-quality adopters, but it is 
difficult to see it as a long term advantage to international fi- 
nancial reporting in general. 
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The only way to make the JFRS signal informa- 
tive about quality is for the worldwide financial re- 
porting system to incorporate a cost of signalling 
that the lower-quality agents are not prepared to 
pay. This would necessitate an effective worldwide 
enforcement mechanism, under which countries 
that adopt but do not effectively implement IFRS 
are either penalised or prohibited from using the 
IFRS brand name. In the absence of an effective 
worldwide enforcement mechanism (which I be- 
lieve would be a bad idea for different reasons, dis- 
cussed below), it is essentially costless for 
low-quality countries to use the IFRS ‘brand 
name’, and local political and economic factors in- 
evitably will exert substantial influence on local fi- 
nancial reporting practice, IFRS adoption 
notwithstanding. 

If allowing all countries to use the IFRS label 
discards the information in accounting standards 
about reporting quality differences, then the avail- 
able quality signal could become the quality of the 
enforcement of standards, not standards per se. 
The major reason to expect enforcement — not 
mere adoption of standards — to be a credible sig- 
nal is that it is more costly for low-quality coun- 
tries to adopt high enforcement standards, because 
this would run counter to local political and eco- 
nomic interests. The Spence signalling model pre- 
dicts a separation between low-quality and 
high-quality actors. One possibility thus is that 
high-quality financial reporting regimes will join a 
group whose member countries subject the en- 
forcement standards of their companies to group 
inspection. This is one interpretation of the ‘con- 
vergence’ process being followed by the US, the 
outcome of which seems likely to be adopting es- 
sentially the same standards as IFRS, but without 
using the IFRS ‘brand name’. The irony of these 
types of possible outcome is that IFRS might sim- 
ply shift the dimension on which international dif- 
ferences and coalitions occur from accounting 
standards (as previously) to enforcement standards. 


7.2. Competition and innovation among systems 

Competition breeds innovation, encourages 
adaptation, dispels complacency and penalises bu- 
reaucracy. International competition among eco- 
nomic systems in general is healthy. Imposing 
worldwide standards therefore is a risky centrali- 
sation process in any sphere of economic activity. 
I am aware of no compelling reason why interna- 
tional competition among financial reporting sys- 
tems is no less desirable than in other spheres, and 
should not be encouraged.» 

I am particularly concerned about the long run 
implications of countries downgrading the re- 
sources and status of — and even eliminating — their 
national standard-setting bodies. I therefore am a 
keener advocate of ‘convergence’ than of outright 
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IFRS adoption (yet another reason to suspect, or at 
least hope, that national differences will prevail 
over international uniformity). 


7.3. Long-term politics, pclarisation and 
bureaucracy 

The final longer-term concern is the risk of the 
IASB (or its successor) becoming a representative, 
politicised, polarised, bureaucratic, UN-style body. 
The IASB and its promulgated standards histori- 
cally have — and currently do — enjoy a strong 
‘common law’ orientation. How long that will last 
is another matter. 

The IASC was founded in 1973 by professional 
accountancy bodies in Australia, Canada, France, 
Germany, Japan, Mexico, Netherlands, United 
Kingdom and Ireland, and the United States. Since 
then, there has been a drift towards international 
representation. Currently, the International 
Accounting Standards Committee Foundation has 
six trustees from the Asia/Oceania region, six from 
Europe, six from North America and four from any 
region of the world. In spite of this drift, IFRS cur- 
rently reflect a strong common-law philosophy. 

The current membership representation and phi- 
losophy of the IASB seem likely to face challenges 
in the longer term. Over time, each of the 100 or so 
IFRS-adopting nations will have a politically-le- 
gitimate argument that they deserve some sort of 
representation in the standard-setting process. Do 
not the standards that are chosen by the IASB af- 
fect their countries, too? 


8. Faith, hope and parity 
Uniform reporting rules worldwide — parity for all 
— seems a great virtue. And there is no doubting 
that at least some convergence of standards seems 
desirable — and inevitable — in an increasingly 
globalised world. The adoption of IFRS by almost 
100 countries, and the convergence processes cur- 
rently underway, are testimony to increased glob- 
alisation — as well as to the quality and influence 
of IFRS. 

Nevertheless, a note of caution is required, for 
reasons that include: 


1. Internationally uniform accounting rules are a 
leap of faith, untested by experience or by a 
significant body of academic results. 


to 


The emphasis in IFRS on fair value accounting 
is a concern, particularly in relation to report- 
ing in lesser-developed nations. 


ta 


. The incentives of preparers (managers) and en- 
forcers (auditors, courts, regulators, politi- 


35 Arguments for international competition among account- 
ing standards are made by Dye (1985), Ball (1995), Dye and 
Verrecchia (1995) and Dye and Sunder (2001). 
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cians) remain primarily local, and inevitably 
will create differences in financial reporting 
quality that will tend to be ‘swept under the 
rug’ of uniformity. 


4. Itis essentially costless to say one has the high- 
est standards, so even the lowest-quality re- 
porting regimes will be attracted to free use of 
the IFRS ‘brand name’. 


5. Uniform international standards reduce compe- 
tition among systems. 


6. The long run'‘implication of global politics 
could well be that the IASB (or its long run 
successor) becomes a representative, politi- 
cised, polarised, bureaucratic, UN-style body. 


Few would disagree that some degree of unifor- 
mity in accounting rules at every level — firm, in- 
dustry, country, or globe — is optimal. Exactly how 
much is a long-unresolved issue. And few would 
dispute that widening globalisation of markets and 
politics implies some narrowing of rule differences 
among nations, though here too the optimal degree 
of uniformity is far from clear. IFRS adoption is an 
economic and political experiment — a leap of faith 
— and only time will tell what the pros and cons of 
IFRS to investors turn out to be. 
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The following is a summary of the remarks made by David Damant in reply to Professor Ball when he presented 
his PD Leake Lecture on 8 September 2005. E-mail: David. Damant@totalise.co.uk 


Professor Ball has done a great service in empha- 
sising the fact that the introduction of IFRS in the 
different countries will be variously implemented. 
Whether we refer to the difference between com- 
mon law and civil law, or to the very powerful 
forces which respond to national political impera- 
tives or to local incentives, it would be wise to bear 
Professor Ball’s remarks in mind when observing 
the different jurisdictions and their stated move to- 
wards IFRS. Perhaps a significant proportion of 
the debates that have arisen when introducing 
IFRS within the European Union for quoted com- 
panies is due to the difference between the com- 
mon law and the civil law approach. It has been 
quite interesting to observe how the representa- 
tives of these two schools of thought find it diffi- 
cult to understand how the opposite point of view 
could be adopted. Nevertheless I would, within 
Europe and world-wide, take a rather more 
favourable view of the prospects for IFRS than 
might be implied by at least some of Professor 
Ball’s remarks. 

Throughout his paper, Professor Ball refers first 
to the internationalisation of financial reporting 
standards through IFRS, and secondly to the fact 
that IFRS are based upon transparency and a re- 
flection of economic reality. I believe that the sec- 
ond of these points is overwhelmingly the more 
important. To put it another way, international 
standardisation has many virtues, but no virtue as 
manifest as the fact that all over the world compa- 
nies are beginning to show in their financial state- 
ments something closer to the real economic 
underlying situation. 

Perhaps in some markets where accounting is al- 
ready orientated on the capital markets the im- 
provement may not be large - as for example in the 
UK, where already some commentators have ex- 
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pressed surprise that the difference in practical 
outcome appears small. But for the most of the 
world the opposite is the case. For those countries 
which started with very little accounting expertise; 
or had financial statements which were creditor 
orientated, or tax orientated; or were economies in 
transition from socialism and therefore had an ac- 
counting framework based upon a no longer exist- 
ing economic system; for all these and others the 
change is to a framework which embodies eco- 
nomic reality. The impact will be enormous. Even 
before we come to positive advances, many bil- 
lions will be saved by the fact that scarce capital is 
no longer invested in the wrong places at the 
wrong prices. And this benefit can spread through- 
out a country and internationally, producing 
wealth which can benefit even the poorest people 
and the poorest countries. It is hard to imagine any 
other technical device, in the hands of very few 


‘specialist professionals, which could have such a 


widespread beneficial effect on the world as a 
whole. 

The civil law approach has many virtues and 
may as Professor Ball speculates become more in- 
fluential in the setting of IFRS. But neither the 
civil law approach, nor indeed aspects of the com- 
mon law approach, or national or individual inter- 
ests, should be allowed to cloud the central aim of 
improving the efficiency with which capital is em- 
ployed. 

I am, as I have indicated, rather more positive 
than Professor Ball on the chances of overcoming 
the adverse forces which he describes and to which 
I have briefly alluded. I will mention first the in- 
ternational power factors which will operate, ad- 
mittedly over time. The Basel Committee has 
influence world-wide, and those jurisdictions 
which wish to take part in the international finan- 
cial institutional networks must take note of that 
fact. Equity and bond investors now commit their 
funds world-wide on an increasing scale, whether 
through stock exchanges or in direct investment. 
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Once JFRS are in place in a jurisdiction investors 
will exert continual pressure, implicitly and ex- 
plicitly, in favour of the correct implementation of 
IFRS. If this is not accepted the investors will re- 
quire a higher return on their funds, to the detri- 
ment of the jurisdiction concerned. 

But, in a sense more powerfully on this point, I 
would say that the genie is out of the bottle. Even 
if the IASB were to be disappear tomorrow, its 
ideas are now world-wide and talked about every- 
where. The quotation that truth is great and will tri- 
umph is not always true, but it has great force and 
has such in this context. l 

A further point on which I might differ from 
Professor Ball is that moving to IFRS is a leap of 
faith. Of course he is right to say that the amount 
of research done in this area is small. I have tried 
over many years to generate research, almost al- 
ways failing. But I do not think that one needs re- 
search to justify IFRS, and in particular to justify 
IFRS in the context of the second of the two aims 
which I have mentioned above, that is, the intro- 
duction of economic reality. The Framework of 
Principles established by IASB (and now under re- 
view) states clearly that the financial statements 
exist to enable the user to make economic deci- 
sions, and that those economic decisions are based 
upon a judgment of the ability of the enterprise to 
generate ‘cash-flows - their size, timing and cer- 
tainty. I wonder how many people have heard of 
the Framework of Principles, and of those that 
have heard of it how many have read it, and of 
those who have read it how many have agreed with 
it. But no one should be in any doubt that around 
the table of the IASB, the Framework contains the 
basic principles on which all IASB judgments 
about individual financial reporting standards are 
made. And indeed, one has to ask, what other pur- 
pose could there be in analysing a company, other 
than to judge its future cash-flows which will en- 
able the user to price the shares, lend money, or de- 
cide on future wage claims etc. Thus the logic of 
IFRS, and the lack of logic and of appropriate aims 
in the competing systems, makes it unwise to take 
any other path, even in the absence of enough rel- 
evant research 

Nevertheless, there are some consequences of 
the decision-making approach that are not wel- 
come in some quarters. In a way, the Framework 
of Principles of the IASB sees financial statements 
as a tool for forecasting. That is not at all the same 
as the traditional concept of stewardship. For mak- 
ing forecasts, the user needs (for example) fair 
values, a performance report in the form of com- 
prehensive income, and an unravelling of hedges. 
I have great sympathy with those preparers who 
find it extremely difficult to believe that an excel- 
lent set of hedges which has achieved great things 
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for the company need tc be unravelled in the fi- 
nancial statements. But the difference here is not 
about accounting for hedges. It is about the aim of 
the whole process. The stewardship approach 
wishes to report what has been done. The decision- 
making approach wishes the company to show fig- 
ures which will enable the user to forecast what 
will happen. If XBRL comes to the fore and in- 
vestors are able to access very many detailed parts 
of a company’s reporting system, the professionals 
will be able to construct their decision-making ac- 
counts for themselves. One might then question 
what there will be left for the IASB to do: and the 
answer might very well be to produce stewardship 
accounts which fulfil other desirable aims, such as 
understandability by private investors and the pub- 
lic generally. 

One thing that should be noted is that, if the two 
approaches lead to compromise, one will arrive at 
a logical mess. That is why IAS 29 is so unsatis- 
factory. I have to confess that I voted for it on the 
former Board of IASC, but that was because we 
needed a standard for financial instruments (and 
particularly for derivatives) in the near term, 
whereas we believed it would take a long time for 
the whole question of the fair valuing of financial 
instruments to be resolved one way or another: and 
in this decision time has justified our view. 

This point about the different approaches to fi- 
nancial reporting, as between decision-making and 
stewardship, is something which should always be 
borne in mind. Sydney Smith observed two house- 
wives arguing across the garden wall. ‘They will 
never agree,’ he said, ‘because they are arguing 
from different premises.’ The Cartesian approach, 
of looking first at the principles, is the fruitful one 
in the current debate. Attempting to argue in the 
British empirical tradition about the practical im- 
pact of particular accounting standards will not get 
very far if any overall difference in aim is not 
taken into account. 

Finally, I will return to the question of the finan- 
cial reporting chain. Professor Ball discussed sev- 
eral elements in that chain, and there are others to 
add - IFRS, auditing standards, rules for corporate 
governance, national regulatians etc: and a chain is 
only as strong as its weakest link. One thing I am 
sure about is that we should not accept the argu- 
ment (and I am not suggesting that it is Professor 
Ball’s argument) that because we have six or eight 
problems to solve there is not much use in tackling 
a single one of them. We need the best possible 
IFRS. If subsequently it takes time and trouble in 
different arenas to get these standards implement- 
ed to an acceptable degree then we have to work at 
that side as well. But at least we have one of the es- 
sential building blocks in place. 
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Disclosure and the cost of capital: what do 


we know? 


Christine A. Botosan* 


Abstract Whether firms receive cost of capital benefits from greater disclosure is an important and controversial 
question. This paper reviews the relevant academic research that can provide insights into this question. In con- 
ducting this review, my primary objectives are to highlight the implications of existing research for accounting 
practitioners, standard setters, and academicians, and to address not only the question what do we know, but also 
the question what do we not know, yet? The overriding conclusion of existing theoretical and empirical research is 
that greater disclosure reduces cost of capital. Even so, several avenues for future research exist. 


1. Introduction 

Whether firms receive cost of capital benefits from 
greater disclosure is an important and controver- 
sial question for managers, capital market partici- 
pants, and standard setters. The Report of 
the American Institute of Certified Public 
Accountants’ Special Committee on Financial 
Reporting (AICPA Report) (1994) identifies a 
lower cost of equity capital as an important bene- 
fit of greater disclosure, and Financial Accounting 
Standards Board (FASB) member, John (‘Neel’) 
Foster (2003) argues that this relation is intuitive. 
But, all constituents do not share this view. For ex- 
ample, the Financial Executives Institute argues 
that the enhanced disclosures recommended in the 
AICPA Report would increase share price volatili- 
ty and risk, and lead to a higher cost of equity cap- 
ital', and interim reporting has long been the 
subject of similar criticisms. In light of the ongo- 
ing debate academic research can provide insights 
into the relation between disclosure and cost of 
capital. 

This paper reviews this academic research. I 
focus on the cost of equity capital since this cost 
component receives most of the attention in the lit- 
erature. However, I devote one section of the paper 
to empirical research that explores the association 
between disclosure and the cost of debt capital. In 
conducting this review, my primary objectives are 
to highlight the implications of existing research 
for accounting practitioners, standard setters, and 
academicians and to address not only the question 
what do we know, but also the question what do 
we not know, yet? 

A sizeable body of theoretical research examines 
the link between information and cost of equity 
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capital. Although the bulk of this literature sug- 
gests that greater disclosure reduces the cost of eq- 
uity capital, consensus has not been reached. The 
empirical literature has grown in recent years as 
researchers experiment with new methods for 
dealing with the thorny problems of estimating 
cost of equity capital and measuring disclosure. 
Most of this research concludes that greater dis- 
closure reduces cost of equity capital. Even so, a 
relatively early stream of research indicates that 
certain types of disclosure might have the opposite 
effect. 

The remainder of this paper is organised as fol- 
lows. Section 2 addresses two questions: What is 
the cost of equity capital? How is it measured? 
Section 3 reviews the theoretical research, and 
Section 4 reviews the empirical research, that links 
disclosure to the cost of capital. Finally, Section 5 
concludes the paper by summarising the findings 
of existing research and identifying open research 
questions. 


2. What is the cost of equity capital? How- 
is it measured? 


2.1. What is the cost of equity capital? 

The cost of equity capital (r) is the minimum rate 
of return equity investors require for providing 
capital to the firm. It is comprised of the risk free 
rate of interest (r,) and a premium for the firm’s 
non-diversifiable risk (t rein) as Shown in equation 


(1). | 
PST AT jan (1) 


Cost of equity capital can also be described as 
the risk-adjusted discount rate that investors apply 
to expected future cash flows (E,(Div)) to arrive at 
current stock price (P,). This notion is captured by 
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the traditional dividend discount formula given by 
equation (2). 


Cost of equity capital is sometimes referred to as 
the ‘expected’ cost of equity capital because it is a 
forward-looking concept, which is not directly ot- 
servable in the market place. For publicly traded 
companies stock price is observable, but the mar- 
ket’s expectation of future cash flows and cost of 
equity capital are not. As a result, neither compo- 
nent is directly observable from realized prices or 
retums. 


2.2. How is cost of equity capital measured? 

In the absence of a directly observable measure, 
cost of equity capital must be estimated, but be- 
cause it is difficult to estimate academics continue 
to actively debate the best method. One class of 
methods uses predetermined priced risk factors to 
yield explicit estimates of cost of equity capital. 
For example, the Capital Asset Pricing Model 
(CAPM) defines cost of equity capital as the risk 
free rate plus the market’s expected risk premium 
(En — TD) Ge. the price of risk) multiplied by the 
company’s amount of risk as measured by market 
beta (B). That is, 


r=r, + B(E,[r, — r|) (3) 


Using estimated values of the risk free rate, the 
company’s market beta and the risk premium, 
equation (3) can be used to estimate a value for r. 
Although this approach is popular in practice, its 
widespread use is not without controversy. First, 
one must estimate the market’s expected risk pre- 
mium because this forward looking metric is not 
directly observable. Users of the CAPM often em- 
ploy the historical premium to proxy for the ex- 
pected value, but this imposes inter-temporal 
stability assumptions that may not be descriptive. 
Moreover, the magnitude of the historical risk pre- 
mium is in dispute, as it is sensitive to the period 
examined and the risk-free rate employed. Typical 
estimates of the historical risk premium range 
from 7% to 9%, but Claus and Thomas (2001) 
argue that the equity risk premium has averaged 
around 3%. Estimating a firm’s market beta is sim- 
ilarly fraught with difficulty. Estimates of the com- 
pany’s historical market beta are sensitive to a 
number of factors including the estimator’s choice 
of (1) market index, (2) return interval, and (3) es- 
timation period. 

Finally, even in the absence of any disagreement 
regarding the appropriate estimates for use in the 
model, the validity of the model itself is question- 
able. The overriding conclusion from numerous 
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empirical tests of the CAPM is that it is not de- 
scriptive.” It is now fairly well-accepted that risk 
factors other than market beta are priced. The 
Fama and French (1995) three-factor model ex- 
pands the set of risk factors to include the risks 
captured by firm size and market-to-book. 
Unfortunately, the three-factor model presents the 
same estimation problems described above. In ad- 
dition, the model is absent a theory to explain the 
nature of the non-diversifiable risks captured by 
firm size and market-to-book, and many question 
whether even this model is complete. 

Whether estimated using the CAPM or some 
other multifactor model, the resulting cost of equi- 
ty capital estimates are not useful to empiricists in- 
vestigating the link between disclosure and cost of 
equity capital. Because these models assume that 
the priced risk factors are known and limited to the 
factors in the model, the nature of the empirical re- 
lation between disclosure and cost of equity capi- 
tal is preordained. If the model does not include 
disclosure related risk as a priced risk factor, the 
relevant question becomes whether disclosure is 
related to any of the factors that are in the model. 
For example, since the CAPM limits the risk fac- 
tors to market beta, disclosure can impact cost of 
equity capital only if it impacts market beta. But, 
the hypothesis that more disclosure reduces mar- 
ket beta enjoys little theoretical support. 

A second class of methods broaches the cost of 
equity capital estimation problem by computing 
the internal rate of return that equates the market’s 
expectation of future cash flows to current stock 
price. In other words, these models estimate the 
cost of equity capital implied by equation (2) given 
current stock price and a proxy for future cash 
flows. As shown in equation (2) however, price re- 
flects an infinite series of expected future cash 
flows. To make the model tractable this series is 
truncated by inserting a terminal value that cap- 
tures cash flows beyond the forecast horizon. 
Since the majority of the expected future cash 
flows reside in this terminal value, successful de- 
duction of cost of equity capital depends largely on 
one’s ability to discern the market’s terminal value 
forecast. Alternative estimation methods deal with 
this issue differently and with varying degrees of 
success. 

Botosan and Plumlee (2005) (BP) assess the em- 
pirical reliability of five of this literature’s most 
popular approaches for estimating cost of equity 
capital. BP conclude that two of the five approach- 
es produce cost of equity capital estimates that are 


2 For a summary of this evidence see Fama and French 
(2004). 

3 See for example, Botosan (1997), Gebhardt, Lee and 
Swaminathan (2001), Botosan and Plumlee (2002), Gordon 
and Gordon (1997), Gode and Mohanram (2093) and Easton 
£2004). 
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related to various measures of risk in a theoretical- 
ly predictable and stable manner. One of the pre- 
ferred approaches is based on equation (2) directly 
(Botosan and Plumlee, 2002), and the other is 
based on the price-earnings growth (PEG) ratio, 
which is derived from equation (2) given certain 
assumptions (Easton, 2004). 

The estimates produced by this stream of litera- 
ture have proven more useful to researchers inves- 
tigating the link between disclosure and cost of 
equity capital than the estimates discussed previ- 
ously. It is established in the literature that at least 
two of the models produce estimates that capture 
cross-sectional variation in risk in a predictable 
manner (Botosan and Plumlee, 2005); an impor- 
tant first step in establishing construct validity. 
Moreover, these estimates are not a function of a 
predetermined set of priced risk factors, which 
makes them particularly useful to researchers en- 
deavouring to establish whether a particular type 
of risk is priced. 

Despite these advantages most agree that this ap- 
proach is not a panacea. Many models require an- 
alyst forecasts to proxy for the market’s beliefs 
about future cash flows, which introduces meas- 
urement error if the market and analysts hold dif- 
ferent beliefs.‘ If the error is systematically related 
to the variables of interest conclusions drawn from 
the results could be misleading. It also limits the 
analysis to firms with an analyst following. In ad- 
dition, although existing research supports the va- 
lidity of the estimates generated by certain 
methods construct validity cannot be proven un- 
equivocally because ‘true’ cost of equity capital is 
not observable. Finally, it is questionable whether 
any particular firm’s point estimate of cost of eq- 
uity capital is correct. This is a significant draw- 
back from a practitioner’s perspective, but is much 
less of an issue from an academic’s perspective 
where capturing the cross-firm ranking in cost of 
equity capital is generally sufficient. 


2.3. Summary 

Given the difficulties involved in estimating 
cost of equity capital it is not surprising that a 
multitude of proxies are found in empirical re- 
search and that research into alternative methods 
continues. Existing research demonstrates that 


4 The use of analysts’ forecasts to proxy for the market’s ex- 
pectations is standard in many branches of empirical account- 
ing and finance research, however. 

> Throughout this review I use the phrase ‘disclosure re- 
search’ to refer narrowly to the body of literature that investi- 
gates the link between disclosure and cost of equity capital as 
opposed to the much broader complete body of disclosure re- 
search. 

6 See Klein and Bawa (1976), Barry and Brown (1985), 
Coles and Loewenstein (1988), Handa and Linn (1993) and 
Coles et al. (1995). 
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certain estimates capture the cross-firm ranking of 
cost of equity capital reasonably well, but estab- 
lishing the reliability of the magnitude of the esti- 
mates is a more formidable problem. It is an 
important issue however, since in practical set- 
tings correctly capturing the magnitude of a given 
firm’s cost of equity capital is paramount. Even 
so, the progress academic research has achieved 
has permitted empirical disclosure research to ad- 
vance.’ I summarise the findings of these empiri- 
cal studies in Section 4, but before doing so I 
review the theories that underlie them in the next 
section of the paper. 


3. The theoretical link between disclosure 


and cost of equity capital 

A sizeable body of theoretical research supports a 
link between information and the cost of equity 
capital. One stream of research suggests that infor- 
mation reduces cost of equity capital by reducing 
investors’ estimation risk. Another stream of re- 
search suggests that information reduces cost of 
equity capital by reducing information asymmetry 
and/or transaction costs. In the following para- 
graphs I briefly summarise the main findings of 
this literature and highlight open research ques- 
tions. 


3.1. Estimation risk and cost of equity capital 
The literature characterises “estimation risk’ as 
an additional element of risk that arises because 
investors are uncertain about the parameters of a 
security’s return or payoff distribution. Because 
investors estimate the parameters based on avail- 
able information, their confidence level depends 
on the attributes of their information set. This 
literature reaches two conclusions that are particu- 
larly relevant for disclosure research. First, estima- 
tion risk is non-diversifiable such that cost of 
equity capital is higher for low information (i.e. 
high estimation risk) securities. Second, tradition- 
al analysis of optimal portfolio choice and equilib- 
rium pricing ignores estimation risk by treating the 
estimated parameters as if they are true. As a re- 
sult, estimation risk is not captured by market beta. 
The basic idea conveyed in these studies is illus- 
trated by the following simple example. Two 
firms, Firm A and Firm B, have the same expected 
payoff, but differ in terms of the amount of infor- 
mation available to investors. Investors are confi- 
dent of their predictions regarding Firm A’s future 
payoff because ample information is available 
about the firm. In contrast, little information is 
available about Firm B, and as a result investors 
are quite uncertain about their predictions for this 
firm. The CAPM treats the expected payoff for 
both firms as if ‘true’ and ignores investors’ differ- 
ential uncertainty with regards to their predictions. 
Consequently the CAPM provides no role for in- 


34 


vestors’ uncertainty in determining their optimal 
portfolio choice or the equilibrium pricing of secu- 
rities. In contrast, the literature cited above explic- 
itly incorporates investors’ uncertainty into the 
model and concludes that in equilibrium securities 
with greater estimation risk garner lower stock 
prices, all else equal. 

The ongoing debate in this literature centres on 
whether estimation risk is diversifiable (i.e. not 
priced) or non-diversifiable (i.e. priced). Ultimately 
this debate spurred Clarkson et al. (1996) to con- 
clude that ‘the extent of the impact of estimation 
risk remains, fundamentally, an empirical ques- 
tion’. (p.79) 


3.2. Transaction costs, information asymmetry 
and cost of equity capital 

Another stream of research suggests that in- 
vestors pay less for stocks with high transaction 
costs, which renders a higher cost of equity capi- 
tal. Many of these studies link higher transaction 
costs to information asymmetry and/or market 
illiquidity. For example, Amihud and Mendelson 
(1986) argue that cost of equity capital is greater 
for securities with larger bid-ask spreads.’ Amihud 
and Mendelson (1988) forge the link to disclosure 
by recommending that managers disclose their pri- 
vate information to reduce their bid-ask spread and 
cost of equity capital. This recommendation and 
the reasons for it are echoed in King et al. (1990) 
who argue that disclosure reduces investors’ in- 
centives to acquire costly private information. 
Further, Diamond and Verrecchia (1991) contend 
that because disclosure reduces the amount of in- 
formation revealed by a trade, disclosure reduces 
the adverse price impact of large trades. This 
prompts investors to amass larger stock holdings 
than they otherwise would, which increases de- 
mand and stock price, and reduces the cost of eq- 
uity capital. 

A recent paper by Easley and O’Hara (2004) 
(EO) extends the literature on the link between in- 
formation asymmetry and cost of equity capital. 
Specifically, EO examine the impact of several at- 
tributes of information on cost of equity capital: 
the proportion of the information set that is pri- 
vate; the dispersion of private information across 
traders; and the combined precision of public and 
private information. Their model is characterised 
by uninformed investors who require compensa- 
tion for expected losses from transacting with in- 
formed investors. Although uninformed investors 
cannot directly observe the private information 
held by informed investors, they can partially dis- 
cern it from stock price. In addition, investors de- 
mand more of securities about which they are 
informed. 

Because of the additional compensation required 
by uninformed investors, cost of equity capital is 
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higher for firms with a larger proportion of private 
information. But if private information is more 
widely dispersed, a larger number of informed in- 
vestors demand the stock. This reduces cost of eq- 
uity capital because greater demand increases 
stock price. In addition, when private information 
is more widely dispersed it is impounded into 
stock price with greater precision. This reduces the 
additional compensation required by the unin- 
formed investors, which further reduces cost of eq- 
uity capital. Finally, uninformed investors require 
less additional compensation when the public in- 
formation they observe directly, and the private in- 
formation they discern from stock price, are more 
precise. Accordingly, greater precision also re- 
duces cost of equity capital. 

Many of the conclusions in this literature rest on 
the critical assumption that public disclosure miti- 
gates information asymmetrv by displacing private 
information. Often this assumption is implicit, al- 
though in some research (e.g. Easley and O’Hara 
(2004)) it is explicitly stated. Although it seems in- 
tuitive that greater public disclosure reduces infor- 
mation asymmetry, Verrecchia (2001) notes that 
neither theory nor extant empirical evidence un- 
ambiguously supports this assumption.’ For exam- 
ple Lundholm (1988) shows that when the errors 
in the public and private signals are sufficiently 
correlated public and private information comple- 
ment each other. Kim and Verrecchia (1994) con- 
clude that public disclosure might be processed 
into private information by informed investors. 
Kim and Verreccchia (1991) suggest that informed 
investors increase the precision of their private in- 
formation more than less informed investors in re- 
sponse to an increase in the precision of public 
information; and McNichols and Trueman (1994) 
extend this finding to short-horizon investors ac- 
quiring private information in anticipation of a 
public information release. 


3.3. Summary and concluding observations 

All else equal, investors prefer securities with 
low estimation risk, low transaction costs and/or 
less information asymmetry. Since demand is 
greater for securities with these characteristics, 
stock prices are higher and cost of equity capital is 


7 See also Demsetz (1968), Copeland and Galai (1983) and 
Glosten and Milgrom (1985). 

8 When reduced information asymmetry results in a rapid 
exit from market-making the opposite result obtains. 
However, the authors describe the conditions that give rise to 
this result as ‘less typical.’ 

? For differing theoretical perspectives on this question, see 
Verrecchia (1982), Diamond (1985), Bushman (1991), 
Lundholm (1991), Alles and Lundhalm (1993), Lundholm 
(1988), Kim and Verrecchia (1991 anc 1994) and McNichols 
and Trueman (1994). See Callahan, Lee and Yohn (1997) or 
Botosan, Plumlee and Xie (2004) for more discussion of this 
point. 
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lower for such firms. If disclosure mitigates esti- 
mation risk, transaction costs and/or information 
asymmetry, a negative relation exists between dis- 
closure and cost of equity capital. 

Certain issues with implications for this hypoth- 
esis remain open, however. If estimation risk is 
not priced, greater disclosure does not reduce cost 
of equity capital through this avenue. Moreover, if 
in some circumstances, disclosure leads to greater 
information asymmetry, a positive association be- 
tween disclosure and cost of equity capital could be 
observed. Thus, it is an empirical question whether 
the negative association purported to exist in theo- 
ry between disclosure and cost of equity is ob- 
served in the market. The next section of the paper 
reviews the relevant empirical literature. 


4. The empirical link between disclosure 


and the cost of equity capital 

A growing body of empirical research investi- 
gates the association between disclosure and cost 
of equity capital using a variety of research meth- 
ods. Most studies employ archival empirical data, 
but some are conducted in the laboratory. Most 
examine the association between disclosure and 
the cost of equity capital, but limited evidence 
concerning the cost of debt capital exists. Some 
studies side-step the problem of estimating cost 
of equity capital by investigating managers’ re- 
porting practices when raising capital. Other 
studies achieve the same result by examining 
variables expected to be related to cost of equity 
capital (i.e. indirect measures), while another 
branch of the literature attempts to link disclosure 
to the cost of equity capital estimates (i.e. direct 
measures) discussed in Section 2. In this section 
I review the findings of this varied body of re- 
search. 


4.1. Indirect measures of cost of equity capital 


4.1.1. Proxies for priced risk 

Early research investigates the association be- 
tween disclosure and cost of equity capital using 
measures of risk. Total security risk is comprised 
of diversifiable and non-diversifiable risk, but 
since theory suggests that only non-diversifiable 
risk is priced measures of this type of risk are the 
most relevant. Even so, some research employs 
measures of total risk, arguing that contrary to 
theory investors might also price diversifiable 
risk. 

Researchers often use the standard deviation of 
returns to proxy for total risk, but separating total 
risk into diversifiable and non-diversifiable risk is 
difficult. Many studies assume that the CAPM is 
descriptive and use market beta to proxy for non- 
diversifiable risk. For example, Dhaliwal et al. 
(1979) (DSV) investigate the impact of the 
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Securities and Exchange Commission’s (SEC) de- 
cision to require segment disclosures on nondiver- 
sifiable risk (market beta) and total risk (the 
standard deviation of returns). Relative to a sample 
of unaffected firms, DSV show that total risk de- 
clined for firms initiating disclosure, but their re- 
sults regarding non-diversifiable risk are mixed. 

Prodhan and Harris (1989) (PH) examine a 
similar question around the adoption of SFAS No. 
14: Financial Reporting for Segments of a 
Business Enterprise. Unlike DSV, PH find that 
nondiversifiable risk (market beta) declined for 
firms initiating geographic segment disclosure 
relative to firms not affected by the standard. This 
result supports the hypothesis that greater disclo- 
sure reduces cost of equity capital, if market beta 
is a reasonable proxy for the type of non-diversi- 
fiable risk that is mitigated by disclosure. This 
supposition is problematic, however. As dis- 
cussed earlier, the overriding conclusion in the 
literature is that the CAPM is not descriptive,'° 
and theory suggests that market beta does not 
capture estimation risk. A weak link between es- 
timation risk and market beta might explain why 
this literature documents mixed results with re- 
spect to the association between disclosure and 
market beta. 

The analysis of total risk as measured by the 
standard deviation of returns bypasses this prob- 
lem. But even if disclosure reduces total risk, dis- 
closure might not reduce cost of equity capital. 
The mitigated component of total risk might be di- 
versifiable in nature, which is not price if investor 
behaviour accords with theory. Thus while the re- 
sults of these early studies are provocative they are 
far from definitive. 


4.1.2. Proxies for transaction costs and/or 
information asymmetry 

More recent studies examine the relation be- 
tween disclosure and cost of equity capital using 
proxies for transaction costs and/or information 
asymmetry. A number of alternative proxies are 
employed in these studies including: relative 
spreads (the bid-ask spread deflated by stock 
price), share turnover (trading volume scaled by 
shares outstanding), and standard deviation of re- 
turns.!! 

Greenstein and Sami (1994) (GS) re-examine 
the impact of the SEC’s segment disclosure re- 
quirement on cost of equity capital using the rela- 
tive spread. Compared to a sample of unaffected 
firms, GS find that relative spreads declined for 
firms initiating disclosure. Similarly, Welker 
(1995) finds that firms with higher Association for 


0 For a discussion of the CAPM controversy see 
Lakonishok (1993). 

'! As discussed above the standard deviation of returns is 
also used as a proxy for total risk. 
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Investment Management and Research (AIMR) 
disclosure scores enjoy lower relative spreads.!? 
Healy et al. (1999) (HHP) examine 97 firms with 
a large and sustained increase in their AIMR dis- 
closure scores and document a decline in relative 
spreads coincident with improved disclosure prac- 
tices. HHP also document increases in stock price, 
analyst and institutional investor following, and 
increased use of public financing for these firms. 
These latter results provide additional evidence of 
improved market liquidity and/or reduced infor- 
mation asymmetry following an improvement in 
disclosure practices. 

Leuz and Verrecchia (2000) (LV) and Mohd 
(2005) examine changes in information asymme- 
try around a change in accounting standards. Both 
studies employ relative spread and share turnover 
in their analyses to proxy for information asym- 
metry. LV investigate whether information asym- 
metry declines for German firms that voluntarily 
embrace a higher standard of disclosure by adopt- 
ing International Accounting Standards (IAS) or 
US generally accepted accounting principles (US 
GAAP).!? Mohd focuses on the adoption of SFAS 
No. 86: Accounting for Software Development 
Costs. Mohd investigates whether the flexibility to 
capitalise or expense software development costs 
afforded by the standard allows managers to com- 
municate their superior information concerning fu- 
ture benefits. Over time and relative to a sample of 
firms not impacted by the change in accounting 
standards, both studies conclude that relative 
spreads decline and share turnover increases for 
adopting firms.'* 

The studies discussed in the preceding para- 
graphs provide evidence that greater disclosure is 
associated with lower transaction costs and re- 
duced information asymmetry. If, as theory sug- 
gests, cost of equity capital is less for securities 
with lower transaction costs or less information 
asymmetry, these studies suggest that greater dis- 
closure is associated with a lower cost of equity 
capital. 

Several research design issues could have impli- 
cations for the reliability of this conclusion, how- 
ever. Using the bid-ask spread to proxy for 
information asymmetry can be problematic be- 
cause the spread incorporates inventory holding 
and order processing costs, which are unrelated to 
information asymmetry. Empirical studies suggest 
that less than half of the total spread is comprised 
of information costs (George et al., 1991 and Stoll, 
1989). 

Despite this, most studies use the total spread be- 
cause isolating the information cost component is 
computationally difficult and measurement error 
in the total spread biases against finding an associ- 
ation between disclosure and information asym- 
metry. Chiyachantana et al. (2004) (CJTW) is an 
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exception. CJTW find that post-Regulation Fair 
Disclosure (FD) the information cost component 
of the spread measured just prior to firms’ quarter- 
ly earnings announcements declined. This sug- 
gests that Regulation FD achieved its goal of 
leveling the informational playing field, at least 
prior to earnings announcements.!° 

Because relative spread is the absolute spread 
deflated by stock price, a change in the relative 
spread reflects changes in the absolute spread or 
stock price or both. Berk (1995) argues that riskier 
firms tend to have lower market values because 
their future cash flows are discounted at higher 
costs of equity capital. If stock price and risk are 
negatively related, disclosure improvements that 
reduce estimation risk, increase stock price and de- 
crease the relative spread even if information 
asymmetry remains unaffected. Even more trou- 
bling is the concern that relative spread might still 
decline when both information asymmetry and es- 
timation risk are held constant. This is because 
stock price is also a function of future cash flows, 
such that a decline in relative spread might simply 
reflect an increase in stock price due to an increase 
in the market’s expectation of future cash flows. 

For example, Lang and Lundholm (1993) find 
that AIMR disclosure scores are positively related 
to firm performance. If the voluntary improve- 
ments in disclosure examined in Healy et al. 
(1999) (HHP) are related to improved perform- 
ance, upward revisions in the market’s expectation 
of future cash flows could lead to a decline in fel- 
ative spread even if estimation risk and informa- 
tion asymmetry are held constant.!© HHP include 
contemporaneous earings in their analyses to 
control for firm performance, but this control vari- 
able might not capture the extent of the market’s 
revision of expected cash flows. 

The last point in the preceding paragraph high- 


12 Up until 1996 the AIMR produced annual rankings of the 
quality of the corporate disclosure practices of select firms be- 
longing to a diverse group of industries. In addition to provid- 
ing rankings of overall disclosure quality, the AIMR produced 
three category scores: (1) annual report, (2) quarterly and 
other reports, and (3) investor relations activities. Welker lim- 
its his analysis to the overall disclosure score. 

13 In a subsequent study, Leuz (2003) partitions the sample 
between the IAS adopters and the US GAAP adopters. Leuz 
finds no differences in information asymmetry between the 
two groups and concludes that IAS and US GAAP are similar 
in quality. 

i4 IN also examine the standard deviation of returns, but do 
not document any significant results with this metric. 

15 The SEC imposed Regulation Fair Disclosure effective 
23 October 2000. It prohibits selective disclosure of material 
information to specific entities unless the issuer also simulta- 
neously releases the information to the public. It is intended to 
tevel the informational playing field in terms of access to in- 
Formation. 

16 This discussion also applies to studies that examine the 
cross-sectional association between relative spread and disclo- 
sure level. 
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lights a final research design issue that could have 
implications for the reliability of the conclusions 
drawn from some of the voluntary disclosure stud- 
ies discussed in this section: self-selection bias. 
Managers select disclosure practices in response 
to specific incentives. If the variables that explain 
managers’ disclosure decisions also explain the 
proxies for information asymmetry/transaction 
costs employed in the analysis, a correlated omit- 
ted variable biases could confound the results. For 
example, 86% of Leuz and Verrecchia’s (2000) 
sample of adopting firms listed on the London 
(LSE) or New York Stock Exchange (NYSE) as 
compared to only 19% of the German GAAP 
firms. Since listing on the LSE or NYSE is associ- 
ated with lower relative spreads and increased 
share turnover, it is difficult to determine whether 
LV’s results reflect improved disclosure or ex- 
change listing. 

LV address this problem by modelling the dis- 
closure decision and controlling for the self-selec- 
tion bias (see also Welker, 1995 and Mohd, 2005). 
But, if the disclosure decision model is incomplete 
this approach fails to resolve the problem. Other 
studies deal with the issue by examining changes 
in disclosure. Healy et al. (1999) state, “By using 
each firm as its own control, our time-series 
approach mitigates these potential [omitted vari- 
ables] problems.’ (p. 489) However, in his discus- 
sion of the Leuz and Verrecchia (2000) study Joos 
(2000) counters this claim. He states: ‘...event 
tests mitigate the correlated omitted variable prob- 
lem best when the event is exogenously imposed, 
no other changes occur in the event window, and 
the windows are short. ...{Otherwise] time-series 
tests do not completely contro] for the correlated 
omitted variable bias problem.’ (p. 134) 


4.2. Managers’ reporting behaviours when raising 
capital 

This literature links disclosure to cost of capital 
by examining whether managers are more forth- 
coming with voluntary information when they ac- 
cess the capital market. Using a self-constructed 
disclosure index related to the annual report, Choi 
(1973) finds that firms significantly improve their 
financial disclosure upon entry into the Eurobond 
market. Similarly, Healy et al. (1999) document 
increased use of public financing by firms with 
large and sustained increases in AIMR disclosure 
scores. Frankel et al. (1995) find that managers ac- 
cessing the capital markets provide more frequent 
management earnings forecasts. Finally, Lang and 
Lundholm (2000) conclude that firms that increase 
their disclosure level in anticipation of a stock of- 
fering experience price increases prior to the offer- 
ing. All of these studies document results which 
suggest that managers act as if greater disclosure 
reduces cost of capital. 
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4.3. Direct measures of cost of equity capital 

The research discussed in this section of the 
paper uses the cost of equity capital estimates de- 
scribed in Section 2 to proxy for cost of equity 
capital. Since these estimates have been developed 
relatively recently (post-1995), this literature com- 
prises a small but growing segment of disclosure 
research. Botosan (1997) examines the relation be- 
tween self-constructed, annual report disclosure 
scores, and the cost of equity capital estimates im- 
plied by equation (2). She uses analysts’ forecasts 
of future cash flows and terminal price at the fore- 
cast horizon to proxy for the market’s expecta- 
tion.!? Botosan finds that greater disclosure is 
associated with a lower cost of equity capital, but 
her analysis is limited to one industry and year, 
and holds only for firms lightly followed by ana- 
lysts. Subsequent research extends Botosan’s ini- 
tial finding to samples comprised of lightly 
followed Canadian firms (Richardson and Welker, 
2001) (RW), Swiss firms (Hail, 2002), European 
and non-European banks (Poshakwale and 
Courtis, 2005), and heavily followed US firms 
across a broad spectrum of industries (Botosan and 
Plumlee, 2002). Altogether the results of these 
studies provide a growing body of evidence that 
supports a negative association between annual re- 
port disclosure level and cost of equity capital. 

The results presented in two of the five studies 
(RW and Hail, 2002) must be discounted however, 
because the authors employ Gebhardt et al. (2001) 
(GLS) estimates to proxy for the cost of equity 
capital. It is now well-documented in the literature 
that these estimates are not related to risk in a rea- 
sonable manner, calling into question their validi- 
ty as a proxy for cost of equity capital. For 
example, RW state that they exclude market beta, 
market value of equity, and book-to-market ratios 
(i.e. the Fama/French three factors) from their 
analyses because ‘Gebhardt et al. document that 
they are statistically unrelated to our measure of 
the cost of equity capital’. (p. 609) Botosan and 
Plumlee (2005) find that the GLS estimates are 
positively or negatively related to market beta, de- 
pending on the other risk factors included in the 
model, and that in some specifications the esti- 
mates are positively related to firm size and nega- 
tively related to growth, contrary to expectations. 
This discussion highlights the critical importance 
of construct validity for one’s ability to draw 
meaningful conclusions from empirical analysis. 

The issue of self-selection bias discussed earlier 


'7 Botosan actually employs the residual income valuation 
(RIV) model when estimating cost of equity capital, but pro- 
vided the clean surplus relation holds the RIV model produces 
estimates identical to those produced by the approach outlined 
in the text. Analysis in Botosan and Plumlee (2005) confirms 
that the estimates produced by the two approaches are virtual- 
ly identical. 
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also applies to this stream of literature and could 
confound the results of these studies. Hail (2002: 
747) states, “companies that opt for a high disclo- 
sure environment might differ from those that do 
not in terms of firm characteristics and hence may 
have lower costs of capital regardless.’ Few stud- 
ies address this concern by modelling the disclo- 
sure decision and controlling for the self-selection 
bias directly, due to the difficulty of adequately 
modelling the disclosure decision. It is also ques- 
tionable whether the potential for correlated omit- 
ted variables is mitigated by examining the 
association between changes in disclosure and cost 
of equity capital since voluntary changes in disclo- 
sure are endogenous. However, if the change in 
disclosure is externally imposed, this approach 
might prove fruitful. Finally, it is important to note 
that self-selection bias is problematic only if the 
firm characteristics referred to by Hail are related 
to one or more priced risks not controlled for in the 
analysis. Thus the potential impact of self-selec- 
tion bias is mitigated to the extent that these stud- 
ies control for known risk factors and include 
market value of equity or book-to-price in the 
analysis to control for any remaining unmeasured 
risk (Berk, 1995).!8 

Another issue that could confound the results of 
these studies is the existence of other avenues of 
disclosure not included in the analysis. Botosan 
(1997) identifies this as a possible explanation for 
her inability to document a significant association 
between annual report disclosure level and cost of 
equity capital for heavily followed firms. 
Gietzmann and Ireland (2005) (GD) test Gietzmann 
and Trombetta’s (2003) theory that accounting 
policy choice is a correlated omitted variable with 
implications for the conclusions drawn in existing 
disclosure research. But GI employ the Gebhardt 
et al. (2001) estimates in their analysis, which ren- 
ders their results difficult to interpret. 

If disclosure is positively correlated across dif- 
ferent disclosure avenues and the excluded disclo- 
sure is negatively (or unrelated) to cost of equity 
capital, a lack of completeness in the disclosure 
measure is not a significant problem. The first con- 
dition appears to be met. Lang and Lundholm 
(1993) (LL) document significant correlations 
among AIMR disclosure rankings of annual re- 
ports, other publications and investor relations 
disclosures, suggesting that firms’ disclosure be- 
haviours are similar across alternative avenues. 
The second condition is more problematic, howev- 
er. Although most of this research documents a 
negative association between disclosure level and 
cost of equity capital, Botosan and Plumlee (2002) 
document a positive association with the AIMR 
quarterly report score.!? This finding suggests that 
certain types of omitted disclosures might produce 
a correlated omitted variable bias and that addi- 
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tional research is needed to further our under- 
standing of the impact of different types of disclo- 
sure on cost of equity capital. 

The Botosan and Plumlee (2002) finding of a 
positive association between cost of equity capital 
and quarterly report scores 1s contrary to theoreti- 
cal predictions. Measurement error in the proxies 
or correlated omitted variables might explain this 
counter-intuitive result, but it is also possible that 
the relationships among disclosure, firms’ infor- 
mation environments and ccst of equity capital are 
more complicated than those captured by existing 
theories. Early research findings suggest that cer- 
tain types of public disclosure (e.g. quarterly earn- 
ings announcements) generate private information 
(see Barron et al., 2005 and Botosan et al., 2004). 
If so, some public disclosures might result in in- 
creased information asymmetry and a higher cost 
of equity capital. Alternatively, Bushee and Noe 
(2000) find that transient institutional investors are 
particularly attracted to quarterly report disclo- 
sures. Because transient institutional investors 
trade aggressively on short-term earnings news, 
their trading activities can have a detrimental ef- 
fect on stock return volatility. If the market equates 
greater volatility with greater priced risk, provid- 
ing greater quarterly report disclosures could have 
an unexpected investor clientele effect that mani- 
fests in a higher cost of equity capital. Given the 
important role cost of equity capital plays in the al- 
location of resources among and within firms, ad- 
ditional research is needed to resolve this issue. 


4.4. Disclosure and cost of equity capital in the 
laboratory 

Bloomfield and Wilks (2000) examine the rela- 
tion between disclosure quality and liquidity, and 
cost of equity capital in an experimental market 
setting. They find that stock prices are enhanced 
when investors receive a larger number of inform- 
ative signals about the value of a security. 
Investors who face less payoff uncertainty are 
willing to buy at higher prices, all else equal, 
thereby yielding a lower cost of equity capital to 
the firm. 


4.5. Disclosure and the cost of debt capital 
Sengupta (1998) addresses the association be- 
tween disclosure level and the cost cf debt capital. 


18 Unfortunately controlling for market value of equity (or 
book-to-price) can be problematic since the positive correla- 
tion that exists between market value of equity and disclosure 
levels can induce multicollinearity that reduces the statistical 
power of the analysis. 

1? Richardson and Welker (2001! also document a positive 
association between social disclosure level and cost of equity 
capital, however this result may be related to their use of GLS 
estimates to proxy for cost of equity capital. Moreover, as RW 
point out, social disclosures might be motivated by reasons 
other than the desire to minimise cost of capital. 
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Sengupta documents a negative association be- 
tween AIMR overall disclosure scores and two al- 
ternative measures of the cost of debt collected 
from Moody’s Bond Surveys. Sengupta’s results 
support the hypothesis that greater disclosure re- 
duces the cost of debt. 


5. Summary and conclusions 

This paper reviews the literature that relates tradi- 
tional concepts of ‘disclosure’ to cost of capital. 
Excluded from my review is a relatively new 
stream of academic research that broadens the con- 
cept of disclosure to include other attributes of in- 
formation such as earnings quality (e.g. Francis, 
LaFond, Olsson and Schipper, 2004, Hribar and 
Jenkins, 2004 and Mikhail et al., 2004), and the 
precision, dissemination, and composition of the 
information set (Botosan and Plumlee, 2005). 
Similar to the research reviewed herein, these 
studies generally find that the information envi- 
ronment and managers’ financial reporting choices 
impact cost of equity capital. 

From my review of the literature, I draw the fol- 
lowing observations and suggestions for future re- 
search. First, academic research has made 
significant progress in estimating cost of equity 
capital, and this has allowed empirical disclosure 
research to progress. Even so, additional research 
is needed to advance the state of the art for practi- 
tioners and academics. Second, extant theory 
strongly supports the hypothesis that greater dis- 
closure reduces cost of equity capital. However, 
the assumption that public disclosure mitigates in- 
formation asymmetry, which underpins some of 
- this literature, is worthy of additional considera- 
tion in light of early stage empirical evidence that 
public and private information act as complements 
in some circumstances. Third, while no one aca- 
demic study is perfect, the sum total of the evi- 
dence accumulated across many studies using 
alternative measures, samples and research de- 
signs lends considerable support to the hypothesis 
that greater disclosure reduces cost of equity capi- 
tal. Still, additional research might explain certain 
anomalous results in the literature (e.g. the positive 
association between timely disclosure level and 
cost of equity capital). 
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Discussion of ‘Disclosure and the cost of 
capital: what do we know?’ 


Stephen Cooper* 


This paper is a valuable summary of the work that 
has been produced on how accounting, and partic- 
ularly the disclosures in financial statements, af- 
fects cost of capital. Much of this research has 
been produced by Professor Botosan herself and I 
congratulate her on this paper and her past re- 
search. I support her conclusions that improved 
disclosure reduces cost of capital, partly because I 
believe that the research is compelling, but also 
because of my own observations about how the 
lack of transparency in accounting influences in- 
vestment recommendations of UBS analysts and 
investment decisions of portfolio managers. 

Although cost of capital 1s clearly a key driver of 
equity values, it is one of the most difficult com- 
ponents to measure. Professor Botosan rightly 
points out the limitations of a CAPM approach to 
determining cost of capital, particularly that beta 
may not capture all of the risk factors priced by the 
market. CAPM can be extended to multifactor 
models, which conceivably could include account- 
ing disclosure related variables; but there is no the- 
oretical basis for determining what the factors 
should be or how they should to be priced. The 
UBS approach to cost of capital, like most applied 
in practice, is based upon CAPM. However, we do 
not apply this in a rigid manner and believe that 
analyst judgment is important in determining a dis- 
count rate, just as it is in estimating future cash 
flows. While beta may be a key factor in calculat- 
ing cost of capital, analysts are free to adjust the 
beta to a value that they consider better reflects the 
level of risk actually priced by market participants 
and also to adjust the resulting cost of capital (or 
. valuation) for further factors that are considered 
relevant. Such adjustments could and often do take 
account of the quality of disclosure and accounting 
transparency. 

The focus of research on the impact of disclo- 
sure on cost of capital is one of relative differences 
in the cost of capital of companies. Therefore it is 
not so important that accurate absolute measures 
of cost of capital are obtained. For this reason the 
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inherent difficulty of using a traditional dividend 
discount model approach (or variations thereon) 
would not seem to impact the research as much as 
one might have expected. As long as the models 
can successfully differentiate relative differences 
in discount rate then successful investigation of the 
impact of disclosure should be possible. However, 
one must caution against taking even these cost of 
capital measures without question. Consensus an- 
alyst forecasts are generally assumed to be opti- 
mistic and long-term growth rates given by 
analysts are, I believe, often unreliable. Also, there 
is no standard definition of pro forma or adjusted 
earnings that forms the basis for consensus fore- 
casts. We know that different brokers and indeed 
different analysts supply data prepared on a differ- 
ent basis. This is evident if one examines the de- 
tailed historical data provided by individual 
analysts, where differences can be significant. 
Professor Botosan points out the possibility of 
measurement error if the market and analysts hold 
different beliefs, but emphasises that this is only a 
problem if the error is systematically related to the 
variables of interest. One cannot be sure whether 
this is the case or not, however, in my experience 
because model errors can be sector related and be- 
cause disclosure could be sector related as well; 
this is an area that deserves further investigation. 
Analysts are frequently critical of the lack of dis- 
closures in financial statements. Too often compa- 
nies provide the bare minimum disclosure that is 
required by accounting standards without consid- 
ering what disclosures are actually necessary to 
fully understand their results and financial posi- 
tion. Presumably this is a trade-off between the 
perceived disadvantages of disclosure, including 
the communication of information that might be 
useful to competitors and the flexibility non-dis- 
closure gives in terms of managing the information 
flow and consequently managing investor percep- 
tions and the advantage of a lower cost of capital. 
A search in the UBS database of over 300,000 
analyst reports reveals many cases where account- 
ing disclosure had an impact on investment rec- 
ommendations and valuations. The following is a 
typical comment: ‘...our rating reflects the risks 
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presented by the company’s low accounting trans- 
parency and lack of detailed disclosures on opera- 
tional details’. In this case the impact on valuation 
was unspecified but in some cases analysts are 
more specific. For example, ‘...our €61 price tar- 
get is after applying a 5% discount to reflect con- 
cerns on accounting transparency’. Although in 
this case the adjustment is to the valuation direct- 
ly, in effect the analyst is raising the discount rate. 
Allowing for typical equity duration, the cost of 
capital effect being priced is perhaps 20bp to 30bp. 

There are also many incidents that I have en- 
countered where analysts and investors are clearly 
influenced by lack of accounting transparency. In 
a recent case an investor refused to invest in a 
company due to uncertainty over the assumptions 
used to measure the pension liability. This liability 
was highly material, but there was no disclosure of 
the longevity assumption underpinning the calcu- 
lation. Given the known variations in longevity as- 
sumptions applied in practice, and the material 
impact this can have on the liability, the investor 
was reluctant to commit funds without such dis- 
closure. In a separate example, an analyst was 
struggling to reconcile amounts in the financial 
Statements in relation to deferred taxation. The 
amounts disclosed were not analysed sufficiently 
to identify what impact the deferred tax accounting 
was having on performance metrics. This not only 
led to a lack of confidence that reported earnings 
represented the true profitability of the business, 
but also led to suspicion on the part of the analyst 
that this could indicate that perhaps other aspects 
of the financial statements were not as they 
seemed. Not surprisingly, this lack of accounting 
transparency influenced the analyst’s view of the 
investment. Consequently, a lower valuation mul- 
tiple was applied than perhaps otherwise would 
have been attributed to the company. Although in 
this case the analyst’s caution was not explicitly 
reflected in a higher discount rate, the impact on 
value was the same. 

Considering the attitude of UBS analysts to 
companies that have poor disclosure, and in view 
of the evidence from the research highlighted in 
this paper, I have no doubt that improved disclo- 
sure and better transparency in accounting does 
serve to increase market prices. What I am not sure 
about is the mechanism with which this actually 
occurs. For example, it may be that rather than dis- 
closure influencing the cost of capital, perhaps it 
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influences perception of future cash flows, or at 
least the distribution of future cash flows. Analyst 
earnings forecasts are not necessarily true proba- 
bility weighted average expected values. I believe 
there is a tendency for analysts to forecast the ‘suc- 
cess scenario’ and particularly to disregard low 
probability severely adverse outcomes. Although 
analyst forecasts may be their best estimate of the 
‘most likely’ outcome because the distribution of 
possible outcomes may not always be symmetri- 
cal, then this may not be a true expected value. If 
the distribution 1s skewed to the downside then an- 
alyst forecasts are biased upwards. However, this 
bias may not true of the market as a whole, where 
low probability adverse outcomes are perhaps 
more efficiently priced. This may explain why div- 
idend discount models often tend to produce high 
cost of capital estimates. Could it be that better 
disclosure gives the market greater confidence that 
a very unfavourable outcome (perhaps due to 
fraud) is less likely? After all, where disclosure is 
poor the question is always what negative infor- 
mation is being hidden rather than the opposite. If 
this is the case, then value may rise as disclosure 
increases because investors are modifying their as- 
sumptions about the probabilities of different pay- 
offs, rather than discounting cash flows at a 
different rate. Of course the net result is the same; 
better disclosure equals higher value. 

I would greatly appreciate further research on 
the link between disclosure and cost of capital. It 
would be interesting to see what types of disclo- 
sure have greatest impact. For example, how does 
information disclosed about risks, the level of de- 
tail provided in segmental analysis or the quality 
of accounting policy disclosures impact the cost of 
capital? Also, there is the important question of 
how measurement as well as presentation impacts 
the view of investors. For example, does fair value 
measurement rather than a historical cost approach 
provide more relevant information to users and 
hence give greater confidence and reduce the cost 
of capital? Alternatively, does the greater volatili- 
ty in reported earnings that likely results for a fair 
value approach perhaps have the opposite effect 
and result in a higher cost of capital? 

Let us hope the transition to IFRS and the re- 
sulting change in both disclosure and measure- 
ment will provide researchers with a whole new 
dataset to use such that some of these question 
might be answered. 
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Motives for disclosure and non-disclosure: 
a framework and review of the evidence 


Russell Lundholm and Matt Van Winkle* 


Abstract—We develop and utilise a theoretical framework for the purpose of summarising the existing empirical 
work in the voluntary disclosure area. This theoretical framework posits that the primary goal of voluntary disclo- 
sure is reduction of information asymmetry (between managers and investors) and thereby cost of capital. We start 
with a basic or frictionless market where firms choose to disclose all news except worst possible outcomes. The lit- 
erature supporting this basic economic setting is then discussed. The bulk of our review discusses results that de- 
scribe disclosure outcomes when frictions do exist. We organise the empirical findings around three categories of 
frictions: management a) does not know of any information to disclose, b) can not tell information without incur- 
ring a cost, or c) does not care about their firm’s current stock price. 


1. Introduction 
The flow of information coming from investor re- 
lation departments over and above the required 
governmental filings is voluminous. Consider 
IBM. During the four months from June through 
September of 2005, IBM offered seven ‘IR view- 
points’ discussing strategic and operational aspects 
of their business, five ‘Recent Events’ announce- 
ments, including a webcast discussing their second 
quarter results, four podcasts discussing key busi- 
ness and technology topics, and two ‘IR Corner’ 
announcements of specific business developments. 
They also posted the audio recording and 
PowerPoint slides from four executive presenta- 
tions during this period, as well as the extended re- 
sponse to an institutional investor’s question about 
the strategic importance of microelectronics to 
IBM. Beyond the financial data in the required fil- 
ings, these disclosures communicated facts about 
IBM’s market share by product line, its estimates of 
growth in various markets, specifics on new con- 
tracts, the terms of an agreement to sell IBM’s PC 
division, assorted legal settlements, hiring plans, 
plans to acquire software companies, and a refuta- 
tion of the analysis in a negative analyst report. 
These disclosures are in addition to the four full 
time staff working in the IR department who handle 
personal contact with the 23 analysts covering IBM. 
In short, there is a wealth of information flowing 
from the firm to the investor and it goes well be- 
yond the basic regulatory disclosure requirements. 
This paper takes the perspective that the primary 
purpose of voluntary disclosures emanating from a 
firm is to minimise the adverse selection caused by 
investors who, absent such disclosures, are scepti- 
. cal about the firm’s future prospects. Clearly, this 
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is a simplification - IBM has multiple objectives 
in providing this information — but the evidence 
we summarise in this article fits rather neatly into 
this framework. This is not to say that the actual 
participants in the game — the managers, investor 
relations staff, analysts and investors — see the 
world this way. In fact, the most common articula- 
tion an investor relations person will give for their 
job is ‘selling the stock’, just as if they were sell- 
ing the company’s primary goods or services.' But 
looking beyond what the agents say to what they 
actually do, the behaviour of the various parties, as 
well as collective market forces, seem to respond 
in a way that is consistent with this economic 
framework. 

What do we mean by ‘disclosure?’ Like every- 
thing in financial accounting, the real issue is not 
if but when. Even for non-financial information, it 
is unreasonable to assume that management can 
bury significant information forever. If IBM is los- 
ing market share in its supply chain management 
business, eventually the market will figure this out, 
either by direct observation or because IBM fails 
to deliver on the estimated financial performance 
for this division. So the question isn’t really “dis- 
close’ or ‘not disclose’; rather, it is ‘disclose now’ 
or ‘disclose later’. Some things can be delayed for 
a significant period; other things will be revealed 
in the next quarterly filing. 

Our summary of the empirical evidence is or- 
ganised around the following economic setting. 
Suppose management knows a value-relevant 
piece of information, outside investors know that 
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management knows this information, and manage- 
ment can choose to disclose the information or not. 
If they choose to disclose, the disclosure is com- 
pletely credible. In this simple game, absent anv 
complications or frictions, there is only one logical 
outcome. Management will fully disclose its infor- 
mation as long as the news isn’t the worst possible 
outcome. Even if the news is ‘bad’, to avoid being 
thought of as having the worst possible news, man- 
agement will disclose everything. This rather stark 
prediction is supported by the belief held by out- 
side investors that a failure to disclose must mean 
that management has the worst possible news. 
Given this response by outside investors, manage- 
ment is rational to disclose everything as long as 
the news isn’t the worst, which in turn makes the 
outside investor response equally rational. 

Why don’t we see full disclosure of all but the 
worst possible news in the real world? The answer 
to this question is the basis of this paper. Full dis- 
closure breaks down when frictions enter the pic- 
ture. We organise the empirical findings around 
three categories of frictions: management (a) does- 
n’t know, (b) can’t tell, or (c) doesn’t care. 

We offer some caveats before launching into the 
details. First, we cannot possibly summarise all the 
empirical literature that is relevant to this large 
area. We refer the reader to the excellent summary 
by Healy and Palepu (2001) as a complement to 
this paper. Second, we will focus mostly on the lit- 
erature describing how different frictions influence 
management’s disclosure decisions. We will give 
much less attention to the subsequent result of the 
disclosure decision on the firm’s cost of capital or 
other market-determined statistics. This is expedi- 
ent, as Christine Botosan is summarising this liter- 
ature in a different paper for this volume. We cannot 
totally ignore the market response to the disclosure 
decision, as these responses are exactly what man- 
agement is trying to influence with its disclosure de- 
cisions. In particular, a recurring theme is that 
increased disclosure benefits the firm by lowering 
the information asymmetry between management 
and outside investors, thus counteracting the ad- 
verse impact of sceptical investors. There may well 
be an even greater cost, so more disclosure need not 
be better; but holding these costs aside for the mo- 
ment, more disclosure should lower the firm’s cost 
of capital. Chronicling how the costs and benefits 
change as frictions are introduced into the basic 
story is the purpose of this paper. 


2. The basic disclosure game 

We will develop the basic disclosure game by way 
of an example. One of the most significant statis- 
tics for a subscription-based firm that is populating 
the internet is the customer retention rate. This sta- 
tistic is the odds that a customer will remain a cus- 
tomer next period. Whether customer acquisition 
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costs are a good investment or not depends on how 
long the customer hangs around. So imagine that 
there are five firms in a particular market, and each 
has information about their likely customer reten- 
tion rate per year (equivalently, there is one firm 
with five possible retention rates). Suppose their 
information is distributed such that it is equally 
likely that the retention rate is 5, .6, .7, .8, or 9. 
Further, the firm knows this statistic exactly, while 
the outside capital market doesn’t know which 
firm is which, they only know the ex ante distribu- 
tion. Suppose firms can credibly communicate 
their information if they want to, but they don’t 
have to. They don’t have to say anything, but if 
they reveal their retention rate, they can’t lie. 
Imagine some perfect auditing system that will 
back up this disclosure. The key issue here is that 
the market knows that the firm knows its own type 
and knows that the firm can choose to disclose the 
information or not. Finally, suppose that the firm 
would like the market to have the highest possible 
assessment of its customer retention rate, regard- 
less of the true rate, because this will lead to the 
highest market value. 

Now, imagine how this game will play out. The 
firm with the retention rate cf .9 could not possibly 
have better information and therefore clearly finds 
it in its best interest to disclose this fact. So assume 
that they do just that. Now look at the game from 
the point of view of the firm with a .8 retention 
rate. They aren’t the best possible type, but if they 
fail to speak then the market will rationally assume 
they must not have a .9 retention rate (because a 9 
firm would reveal itself). The market would ra- 
tionally estimate the retention rate of a firm that 
doesn’t speak to be the average of .5, .6, .7 and .8, 
which equals .65. In light of this, the .8 firm would 
be better off disclosing. So suppose they join with 
the .9 firm and choose to disclose their informa- 
tion. An equivalent argument will apply to the firm 
with a .7 retention rate — not disclosing is met with 
a rational market belief that non-disclosing firms 
must be either .5, .6 or .7, averaging .6, so the .7 
firm is also better off disclosing. 

At this point we should feel special sympathy for 
the firm with the .6 retention rate. If it was not pos- 
sible to disclose customer retention rates then the 
rational market belief would be the ex ante average 
of .7 and the .6 firm would enjoy being overval- 
ued. By simply adding the option to disclose, the 
new equilibrium is such that the .6 firm will be 
forced to disclose as well. Just like the .8 firm and 
the .7 firm before them, the .6 firm has the choice 
to reveal its statistic or be lumped together with 
firms of lower quality. The .6 firm was been 
caught in an equilibrium ‘trap’ and will rationally 
choose to disclose its lowly .6 statistic rather than 
take the average of .5 and .6. Finally, the .5 firm 
can either reveal itself or not but the choice is ir- 
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relevant; given that all other firms choose to dis- 
close their retention rates, the .5 firm is complete- 
ly revealed even if it chooses to remain silent. 

We submit that this basic story is a fundamental 
force present in the capital markets. It is supported 
by a rational ‘no news is bad news’ market belief. 
With this as a starting point, a firm can only get 
away without disclosing information when there is 
some friction added to the story that makes this 
market belief irrational. As previously mentioned, 
the frictions can be sorting into three boxes: the 
firm doesn’t know the information in the first 
place, the firm can’t tell for some other reason, or 
the firm doesn’t care, in the sense that it isn’t try- 
ing to maximise the market belief in the first place. 


3. Are the basic forces at work? 

Before we examine more complicated forces, such 
as the need to hide information from competitors, 
let’s consider whether the basic forces of the ad- 
verse selection game are present. Does manage- 
ment actually want to increase the stock price by 
reducing adverse selection? Does voluntary dis- 
closure actually provide credible information to 
the market? Does the market respond sceptically in 
the face of no disclosure, and absent other observ- 
able reasons why a firm might choose to not dis- 
close? Does the most simple prediction — that 
firms are more inclined to disclose private infor- 
mation when their information is good — actually 
hold in large samples when countervailing forces 
are not present? 


3.1. Is the disclosed information useful? 

This seems like a ridiculous question in the ab- 
stract - why would anyone care about disclosure 
decisions if the fodder of press releases and 
webcasts was not useful information? The count- 
er-argument is that all investor relations depart- 
ment do is provide fluff and useless spin on the 
mandatory accounting disclosures. Prior to the de- 
velopment of the voluntary disclosure literature, 
this would have been the most likely response 
from an accounting academic trained under the 
tyranny of the efficient markets hypothesis. 

Consider the most direct evidence on this point. 
Bowen et al. (2002) finds that conference calls are 
informative in the sense that conference call use is 
correlated with more accurate analyst forecasts. 
More compelling, is the evidence provided by 
Bowen et al. that shows the most inaccurate ana- 
lysts show the greatest improvement after the in- 
troduction of conference calls. In a related article, 
Kimbrough (2005) finds that conference call initi- 
ation significantly reduces serial correlation in an- 
alyst errors and post earnings announcement drift. 
Another result suggesting voluntary disclosure 
provides useful information comes from Lang and 
Lundholm (1993), where the authors show that 
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disclosure ratings are negatively correlated with 
the correlation between earnings and returns. 
Intuitively, this result implies that if the correlation 
between earnings and returns is low, the mandato- 
ry disclosures (financial statements, earnings, etc.) 
are not that informative. Firms in this situation can 
then choose to voluntarily disclose better metrics 
of performance. 

For the purpose of this review, we assume that 
managers’ incentives are sufficiently aligned with 
shareholders that increasing the stock price is a 
reasonable motive to ascribe to them. Given the 
prevalence of stock-based compensation plans 
(e.g. Hall and Liebman (1998) report that by the 
mid-1990s nearly 90% of Fortune 500 firms used 
stock-options in executive compensation plans), 
our assumption is reasonable in most instances. 


3.2. Evidence supporting the basic model before 
complications 

While this review focuses on the recent literature, 
a few earlier results are worth mentioning to estab- 
lish that the basic adverse selection force described 
above is actually at play in the real world. Lang and 
Lundholm (1993) establish the result that disclo- 
sure ratings are increasing in firm performance and 
are greater around public offerings. The results 
support the intuition that managers choose to dis- 
close more when the information is good and when 
they care more about the current stock price. Lang 
and Lundholm (1996) provide evidence that the 
disclosure achieves desirable effects. These bene- 
fits include increased analyst following, more ac- 
curate earnings forecasts, less dispersion and lower 
volatility in forecast revisions. These types of ef- 
fects have been shown to reduce firms’ cost of cap- 
ital in theoretical research. 

Another important disclosure concept is that the 
‘to disclose or not disclose’ decision is, in fact, 
meaningless. The question is better framed as “dis- 
close now and have the truth revealed later’. 
Lundholm and Myers (2002) address this principle 
by showing that firms with more informative disclo- 
sure (as measured by analysts’ disclosure ratings) 
have current stock returns which are more highly 
correlated with future earnings. They argue that 
more disclosure results in more of forward-looking 
information being reflected in the current stock 
price. Essentially, firms cannot cheat fate; if they 
don’t disclose the information the underlying eco- 
nomic events will still manifest themselves in the ac- 
counting income and, ultimately, in the cash flows. 


4. Managers care about increasing stock 


price using disclosures 

Miller (2002) studies a sample of firms who start 
off with unambiguously good news; in particular, 
they have enjoyed an extended period of seasonal- 
ly adjusted earnings increases. The study finds that 
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Figure 1 
Disclosures by 36 firms with eight consecutive earnings increases followed by an earnings decrease 
(source: Miller, 2002) 
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the disclosure quantity increases steadily as the 
news continues to be good, and the market re- 
sponds positively. The market reaction is positive 
in the sense that returns average 1.2% over the 
three days surrounding bundled disclosures (i.e. 
two or more disclosures at the same time). In this 
study disclosures include financial forecasts, earn- 
ings announcements (including supplementary ex- 
planations), operations decisions and personnel 
announcements. This result establishes that the 
disclosures appear to possess information content 
and that they are generally good news disclosures. 
However, as the firm sees that the string of earn- 
ings increases is about to end, the disclosures get 
remarkably short-sighted. The common explana- 
tion for this is that ‘the future is too hard to see’, 
which, as discussed below, is a great way to try to 
beat the ‘no news is bad news rational response’. 
And when the news turns out bad, the level of dis- 
closure also decreases. 

Figure 1 shows that disclosures peak in year 2 
(the year during which the sample firms experi- 
ence the greatest performance). For example, in 
year 2 the 36 firms provided a total of 70 financial 
forecasts. In year 4 (when the performance decline 
was well underway) only 18 such forecasts were 
provided. A similar result is shown globally in 
Healy et al. (2004), who find a significant relation 
between performance and disclosure for a sample 
of nearly 800 firms from 24 countries in the 
Pacific Rim and Europe. 

Other research establishes a key element of the 
disclosure game: the credibility of voluntary dis- 
closures. Firms cannot simply announce to the 
world that they are great; they must provide credi- 
ble information supporting such claims. Hutton et 
al. (2003) show that good news disclosures are 
often accompanied by verifiable forward-looking 
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statements and good news without the forward- 
looking information garner smaller market reac- 
tions. In contrast, the authors find that bad news 
announcements require nc explanation for the 
market to respond. 

To this point we have described a theoretical 
model that describes how some firms make disclo- 
sure choices and how other players (analysts, in- 
vestors, etc) respond to these choices. We also 
briefly summarised some key empirical findings 
consistent the idea that the basic forces described 
in the model are at work in the capital market. The 
next step is to describe why the ‘full disclosure’ 
prediction isn’t observed in the real world. In other 
words, what frictions exist that will cause the basic 
game to break down and, correspondingly, cause 
some firms to disclosure more than others? 

As discussed above, there are three main sources 
of friction that can cause the full disclosure pre- 
diction to fail. All work by creating an alternative 
explanation for why a firm didn’t disclose other 
than the ‘assume the worst’ belief that supports the 
full disclosure prediction. The first friction is if the 
managers choosing disclosures simply do not care 
to play the game — they are not motivated to in- 
crease the stock price. This is possible if the man- 
agers do not have the same incentives as do a 
firm’s shareholders. If managers do not care about 
their firm’s stock price then (within the context of 
the simple model) they have no motivation to dis- 
close any information. The second friction is that 
managers may have competing motivations. If 
there are ways in which firm value is affected by 
disclosure, other than investors evaluating disclo- 
sures for investment decisions, then firms may not 
disclose good news. A common example is disclo- 
sure can help competitors learn about a firm and 
react to the detriment of that firm. Third, lack of 
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disclosure can result if managers’ simply don’t 
know anything with reasonable certainty about 
their firm. The following sections summarise re- 
cent findings supporting the existence of the three 
frictions. 


5. Don’t care 

The full disclosure prediction from the basic model 
falls apart if managers aren’t trying to maximise the 
current stock price. While it is difficult to imagine 
managers not caring about stock prices at all, it is 
likely that the level of concern for the current price 
varies across managers and time periods. Settings 
where there are large variations in managerial stock 
ownership are natural places to look for this affect. 
The important empirical result is first established in 
the literature by Nagar et al. (2003). The authors 
show that disclosure, measured as analyst ratings or 
frequency of management earnings forecasts, in- 
creases when the CEO compensation is more heav- 
ily weighted toward the stock price and when the 
CEO owns more of the firm. 

Guo et al. (2004) finds that firms with managers 
who retain the majority of their shares after the 
firm’s IPO do not disclose as much as managers 
who sell a significant portion of their shares. 
Intuitively, this result shows that managers who 
stand to personally profit the most during an [PO 
provide the most disclosure to the market. This is 
not to say that managers not selling shares do not 
care at all about stock price; it is simply that they 
do not care as much as managers making direct 
personal profit. In related work, Rogers (2005) 
shows that managers tend to disclose more when 
they are buying firm shares on their own account 
and disclose less when they are selling shares. 
Rogers uses liquidity as a proxy for disclosure, lim- 
iting the conclusions drawn from the work as there 
are numerous other factors affecting liquidity. 

Some current work focuses on peripheral corpo- 
rate mechanisms that in theory have been shown to 
further align shareholder and managerial incen- 
tives. Ajinkya et al. (2005) provides evidence that 
managers choose to supply greater disclosure when 
outside directors hold board seats and when institu- 
tional investors hold large amounts of their firms’ 
stock. Outside directors and institutional investors 
are conjectured to be shareholder advocates and 
theoretical research has shown they can exert more 
influence than individual shareholders by overcom- 
ing organisational costs. If directors and institu- 
tions have influence on managerial decisions and 
represent shareholders then their presence increas- 
es incentive alignment. Related work by 
Karamanou and Vafeas (2005) finds that disclosure 
increases under the influence of effective boards 
and audit committees. These two papers used man- 
agerial forecasting as the primary disclosure proxy. 

While this strand of literature is new and not yet 
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fully developed, the evidence is consistent with the 
model’s notion that the full disclosure equilibrium 
is influenced by the degree to which firm manage- 
ment has the same incentives as do the owners of 
the firm. 


6. Can’t tell 

The basic game described above assumes that the 
direct costs of disclosure are zero and the only party 
to the disclosure is the capital market. However, 
what if it costs money to create and disseminate a 
credible disclosure? And what if other parties are 
also privy to the disclosure and they sometimes use 
the information to the detriment of the firm? A rich 
area of recent development in the accounting litera- 
ture describes situations where there are costs to dis- 
closure that impinge upon the firm. 

Several papers have examined the relation be- 
tween competitive pressure and disclosure. 
Intuition suggests that when a firm has particular- 
ly good private information it may not want its 
competitors to know about it for fear that they will 
enter the market or in some other way impose 
costs on the firm. This friction, if anything, has be- 
come stronger in recent years with increased dis- 
closure regulation and more rapid information 
dissemination. Regulation FD has removed the 
previously viable option of disclosing good new to 
analysts only and thereby affecting stock prices 
without revealing the information to competitors. 
In today’s environment any news a firm wishes to 
disclose to the market will also be communicated 
to competitors. In this vein, Botosan and Stanford- 
Harris (2005) examine segment reporting disclo- 
sures. They use retroactive segment reporting 
disclosures required by the FASB’s Statement of 
Financial Accounting Standard #131 to show that 
firms that had previously chosen to hide segment 
information were often firms making high profits 
in low competition segments. Further evidence is 
provided by Guo et al (2004) who find, for a sam- 
ple of biotech IPOs, that firms are more forthcom- 
ing if they are further along in the product 
development cycle or have patent protection for 
their products. 

Political and competitive costs are examined in 
conjunction by Bhojraj et al. (2004). During the 
electric utility deregulation of 1996-1997, firms 
that were uncertain about the amounts of recover- 
able costs the government would allow tended to 
disclose less positive information. After firms 
locked in their rates, good news disclosures in- 
creased but were muted in cases where strong 
product competition forces were present. 

Johnson et al. (2001) examine legal costs as an 
impediment to disclosure. The authors find more 
forward looking disclosure among high-technolo- 
gy firms after the Private Securities Litigation 
Reform Act of 1995. The act specifically provided 
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for protection against class action suits based on 
failures to meet financial projections and forward 
looking statements. The authors find that the in- 
crease in disclosure was greatest for the firms that 
were previously at the most risk for litigation. 


7. Don’t know 

The last friction we discuss is that firms simply 
have nothing to disclose. Of course managers of 
firms must know something, but it is possible they 
do not know anything more than what is required 
in mandatory disclosures. Additionally, there may 
be many situations where managers know some- 
thing with such great uncertainty that legal worries 
(see above) or application of Generally Accepted 
Accounting Principles prevent them from provid- 
ing the disclosures. The ‘don’t know’ friction has 
been largely untested in the accounting literature. 
This is a result of the obvious difficulty of meas- 
uring what a manager does not know. In particular, 
it is much easier to credibly commit to knowing 
something than it is to credibly commit to not 
knowing something. 

One result does suggest that managers are al- 
ready disclosing everything that they do know. 
Heflin et al. (2003) find that there is no improve- 
ment in analyst forecast accuracy or reduction in 
forecast dispersion after Regulation FD? (Fair 
Disclosure), despite the increase in forward look- 
ing statements that occurred after the law. This is 
indirect evidence that perhaps not much else is 
known by managers with sufficient certainty to be 
useful information for the market. Nonetheless, 
the ‘don’t know’ defence is the primary tool of in- 
vestor relations departments when being harassed 
by analysts for more information. 


8. Conclusion 

There are countless reasons firms give for not dis- 
closing information that the capital market could 
use to more accurately value the firm. Most reasons 
sort into one of the three boxes we describe in this 
paper. The empirical evidence shows that firms and 
the capital market seem to respond to their envi- 
ronment in a way that is broadly consistent with the 
basic full disclosure model and attendant frictions 
that alter the model’s full disclosure prediction. 


? Regulation Fair Disclosure was a rule prohibiting firms 
from privately disclosing value-relevant information to select- 
ed market participants without simultaneous public disclosure. 
This ruling was primarily targeted at the practice of giving in- 
formation to preferred analysts. The law went was implement- 
ed on 23 October 2000. 
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Discussion of ‘Motives for disclosure and 
non-disclosure: a review of the evidence’ 


Ken Lever* 


1. Basic thrust of Professor Lundholm’s 
paper 

The argument put forward by Professor Lundholm 
is that the primary purpose of voluntary disclo- 
sures emanating from a firm is to minimise the ad- 
verse selection caused by investors who, absent 
such disclosures, are sceptical about the firm’s fu- 
ture prospects. 

It is suggested that full disclosure breaks down 
when frictions enter the picture. Frictions are cate- 
gorised as arising when: management does not 
know; when management cannot tell and when 
management does not care. 


1.1. Management does not know 

This can arise where managers do not know any- 
thing more than what is required in mandatory dis- 
closures or where something is known with such 
great uncertainty that legal worries or accounting 
principles prevent them from providing the disclo- 
sures. 


1.2. Management cannot tell 

This can arise where it costs money to create and 
disseminate a credible disclosure and it is suspect- 
ed that other parties privy to the disclosure use the 
information to the detriment of the company mak- 
ing the disclosure. 


1.3. Management does not care 

This can arise where managers are not trying to 
maximise the current share price. It may also be 
that the level of concern for the current price varies 
across managers and time periods. 

Chronicling how the costs and benefits change 
as frictions are introduced into the basic story is 
the purpose of the paper. 

The conclusion of the paper is that empirical ev- 
idence shows that firms and the capital market 
seem to respond to their environment in a way that 
is broadly consistent with a basic full disclosure 
model and attendant frictions that alter the model’s 
full disclosure prediction. 


*The author is chief financial officer, Tomkins plc. E-mail: 
klever@tomkins.co.uk l 


2. A company perspective in practice 

The following comments are based on the experi- 
ence of Tomkins plc and general observations 
about other companies, and are not based on any 
empirical studies. 


2.1. Minimising adverse selection 

Tomkins stated objective is to achieve sustain- 
able growth in economic value through growth in 
after-tax cash flow. The focus is on cash flow 
rather than earnings. It is also recognised that over 
time the objective of management is to create 
value in the business (‘intrinsic value’) and 
through the communication process to endeavour 
to ensure this value is reflected in the external 
(‘perceived value’) of the company. 

Within Tomkins, intrinsic value is monitored 
against perceived value and it would be normal for 
a value gap to exist. Typically, this gap will exist 
either due to management optimism leading to 
overstated intrinsic value or it may be that the mar- 
ket is not in possession of important information - 
either because is cannot be disclosed for legal or 
competitive reasons or management is not aware 
that the information may impact value. 


2.2. Management does not care 

As a general statement, it is unusual that man- 
agers do not care about the share price. The degree 
to which managers’ interests are aligned to the 
shareholders will vary but a significant number of 
managers will have incentive schemes in some 
way linked to the performance of the share price or 
will have direct ownership of shares. 

At Tomkins there is close alignment through an- 
nual bonus schemes based on creation of econom- 
ic value and long-term incentive plans, linked to 
total shareholder returns. 


2.3, Management does not know 

It may be that management does not know any 
more than the financial market in certain areas. For 
example, management may forecast the likely 
trends in its markets, but ultimately management 
may be shown to be incorrect due to factors be- 
yond its control. Management may then be pe- 
nalised by the financial markets even though it was 
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trying to be helpful. While forward-looking infor- 
mation of this type may be helpful to the financial 
markets, there is a reluctance on the part of man- 
agement to give such information if it is seen as a 
stick to beat management subsequently. 


2.4. Management cannot tell 

Management may in certain situations seek to 
suggest that information cannot be disclosed due 
to commercial sensitivity. These situations should 
generally be unusual and management should be 
able to articulate information about market attrac- 
tiveness and competitive position without giving 
away too many details of the strategy. Ultimately, 
the success of a business is driven by execution of 
its strategy. Seldom will disclosures affect execu- 
tion. 

The categorisation of the frictions may be over 
simplistic and does not take into account the mo- 
tives and drivers of different groups of sharehold- 
ers. For example, hedge funds like to promote 


imperfections in the market to provide opportuni- 


ties short the shares. Short-term share price volatil- 
ity has frequently driven trading by the hedge 
funds, while long-only funds retain investments in 
the shares. 


3. Our information strategy 

At Tomkins, a balanced approach to information 
communication is used to ensure perceived and in- 
trinsic value are aligned as closely as possible and 
so that investors and potential investors are well 
informed about the prospects of the business. 
While the bias of voluntary disclosures tends to 
present the picture in a favourable light, with the 
effect that adverse selection is minimised, it is 
recognised that if communication is seen as spin 
then investors are likely to penalise the valuation 
of the business due to the impact on management 
credibility. 

Information used by management is communi- 
cated externally where possible so that the per- 
formance and prospects of the business can be 
seen ‘through the eyes of management’. 

In addition to required mandatory disclosures 
strategic position, market attractiveness and com- 
petitive position are discussed. 

Considerable importance is attached to non-fi- 
nancial and narrative information to supplement 
and complement financial disclosures. Wherever 
possible, management tries to give a forward-look- 
ing orientation but recognises that the absence of 
safe harbour protection in the UK limits ability to 
make such disclosures extensive. 

Overall, the focus is on understandable informa- 
tion, relevance, supportable, comparability over 
time and transparency. 
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3.1. Means of communication 

The principal means of communications are an- 
alysts’ briefings, investor meetings, capital mar- 
kets conferences, the annual report, the operating 
and financial review and the management discus- 
sion and analysis in the US. Use is made of the 
website, live web-casts and printed documents. 


3.2. Effect 

Tomkins has a reputation for transparency, ex- 
tensive disclosure and quality of management. 
Over a six-year period the share price has more 
than doubled despite having disposed of over one 
third of the activities. 


4. Complexity of financial reporting 
Concerns exist that the complexity of the financial 
reporting model is an impediment to communica- 
tion. The move towards a balance sheet concept of 
income and the more extensive use of fair values is 
leading to less transparency. 

An overly complex reporting environment can 
lead to information being misunderstood and may 
provide imperfections in the market which could 
lead to short-term trading by hedge funds and 
volatility in the share price. 

The users require more information on the 
strategic position of the business and extent to 
which this will generate sustainable growth in after 
tax operating cash flow over time. This type of in- 
formation is better presented through narrative and 
qualitative disclosures that would typically be in- 
cluded in an operating and financial review. The 
future development of narrative information will 
be important to a better understanding by the mar- 
ket of the factors that influence value. 


5. Conclusion 

Management’s role is to create economic value in 
the business and to effectively communicate with 
the market. 

Communication with the market should ensure 
the market over the long-term properly assesses 
the intrinsic (economic) value of the business and 
applies a fair valuation and eliminate the value 
gap. It should not be driven solely by the desire to 
avoid adverse selection. 

The suggestion that an investor relations’ func- 
tion takes a sophisticated approach to the assess- 
ment of the type and timing of the release of 
information to the market is somewhat misplaced. 
Generally, there are tried and tested ways of com- 
munication that tend to be applied in a fairly rou- 
tine way by most public corporations. 

There 1s little to be gained by hyping the market 
in the long-term due to its impact on credibility. 
Ultimately, the market discovers this and will ad- 
just the valuation of the equity. 
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What has the invisible hand achieved? 


Ross L. Watts* 


Abstract—-This paper was commissioned for the Institute of Chartered Accountants in England and Wales 
Information for Better Capital Markets Conference held on 19-20 December 2005. It evaluates the effect of the 
market on financial reporting recognising that financial reporting and accounting are only parts of a general re- 
porting, financing and governance equilibrium. That equilibrium is affected by the political process, as well as by 
capital and other markets. I explain how and why both market and political forces have influenced accounting and 
financial reporting and provide examples of those influences. Further, I draw implications for accounting standard- 
setting bodies that desire to change the nature of accounting and financial outcomes. Finally, I predict the effects 
of the radical standard-setting changes proposed by the FASB and IASB. 


1. Introduction 

When I was invited to present at this conference I 
was asked to address the question: “What has the 
invisible hand achieved? (in financial reporting)’. 
This is a rather broad question and an impossible 
one to answer using the evidence in the empirical 
accounting literature in capital markets alone. 
Accounting is only one mechanism in financial re- 
porting and corporate governance and it evolved to 
fit in with other mechanisms, to be part of a gen- 
eral reporting, financing and governance equilibri- 
um. The evidence in the international accounting 
literature is consistent with such an equilibrium 
(e.g., Ball et al., 2000). Evaluating the market’s ef- 
fect on financial reporting requires an understand- 
ing of the market’s effects on financing and 
corporate governance, an understanding of the ex- 
tent to which mechanisms in those areas substitute 
for, or complement, accounting and financial re- 
porting. Thus, evidence on the evolution of corpo- 
rate finance and governance is crucial to any 
assessment of the market’s achievements in finan- 
cial reporting. 

Another factor that is crucial in the assessment 
of the market is the legal and political environ- 
ment. Markets require property rights in order to 
function. The nature of those property rights af- 
fects financial reporting. For example, the effec- 
tive limited liability of joint stock companies 
appears to have influenced debt contracts and the 
accounting in those contracts and in shareholder 
reports (see Watts, 2003). When the political 
process produces changes in property rights, the 


*The author is at the Sloan School, Massachusetts Institute 
of Technology. This paper was presented at the Institute of 
Chartered Accountants in England and Wales Information for 
Better Capital Markets Conference in London on 20 
December 2005. He is grateful to Ryan LaFond, Karthik 
Ramanna, Sugata Roychowdhury and Joseph Weber for their 
comments. All remaining errors are the author’s. E-mail: 
rwatts@mit.edu 


market adjusts. When shareholders’ rights to bring 
litigation were changed in the US in the second 
half of the twentieth century the market responded 
by making accounting and financial reporting 
more conservative despite the antipathy of the 
Financial Accounting Standard Board (FASB) to- 
wards conservatism in financial reporting (see 
Basu, 1997; Holthausen and Watts, 2001). The na- 
ture of financial reporting and accounting that 
evolves in the market is influenced by the political 
process and as a result the market demand for fi- 
nancial reporting also influences the political 
process (see for example Watts and Zimmerman, 
1978; Ramanna, 2005). 

The consequence is that the market achieve- 
ments are a function of economic forces that de- 
termine both the private economic arrangements 
and the outcomes of the political process. If pro- 
posed changes in accounting standards and finan- 
cial reporting ignore those economic forces and 
generate unverifiable accounting numbers and the 
market is unable to prevent those changes occur- 
ring and/or adjust for them, the market will tend to 
ignore the resultant financial statements and dis- 
closures and find other ways to meet the demand 
for financial reporting! 

Understanding the market’s achievements re- 
quires an understanding of the market’s responses 
to the demand for accounting and financial report- 
ing that is generated both from the market and 
from the political process. My objectives in this 
paper are to: 


i) explain the how the market has responded in 
the past to demands in the market itself and to 
demands that come through the political 
process; 


! Evidence of the market ignoring unverifiable accounting 
numbers can be found in Leftwich (1983), who reports that 
debt contracts exclude goodwill when measuring total assets. 
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ii) derive implications for standard-setting bodies 
and others who want to change the nature of 
accounting and financial reporting; and 


ili) predict the effects of current proposed stan- 
dards. 


To those ends the next section explains how and 
why private market forces have influenced ac- 
counting and financial reporting. Section 3 ex- 
plains how and why the political process and the 
courts have affected accounting reporting. In 
Section 4, I provide implications for how account- 
ing reporting standards should be set. Section 5 
predicts the eventual outcomes if the FASB and 
International Accounting Standards Board (ASB) 
continue in their apparent resolve to fundamental- 


ly change the nature of accounting and financial 


reporting. Finally, Section 6 provides a summary 
and my conclusions. 


2. Private market forces and financial 
reporting 
2.1. Agency costs and financial reporting 

The original development of accounting and fi- 
nancial reporting appears to be driven by control 
of agency costs. These costs arise when a princi- 
pal delegates decision-making ability to an agent 
who maximises his own welfare rather than that 
of the principal. There is considerable evidence 
that writing itself was developed in order to allow 


for accounting and control of the costs of agency. 


relations such as that between a noble and a stew- 
ard (de Ste Croix, 1956; Yamey, 1962; Chadwick, 
1992). Millennia later, the wardens of English 
medieval guilds would prepare and present audit- 
ed financial accounts as a mechanism to reduce 
agency costs (Watts and Zimmerman, 1983). The 
early English companies inherited this mecha- 
nism from the guilds. For example, even in its 
first years the British East India Company pre- 
pared annual audited financial statements and 
presented those statements to its shareholders 
(Watts and Zimmerman, 1983). Effectively, au- 
dited financial reporting was a coer gover- 
nance mechanism. 


2.2. Accounting conservatism 

The audited financial statements also played a 
role in the early English company’s contracts. In 
Watts (2003) I argue that the use of those finan- 
cial reports in debt contracts influenced the na- 
ture of accounting, providing an incentive for 
conservatism: a higher standard of verifiability 
for recognition of gains than for losses. This 
asymmetric recognition of gains and losses gen- 
erated an understatement of net assets. 
Effectively it produced a lower bound estimate 
for net assets that could be used to restrict divi- 
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dend payments and reduce the agency costs of 
debt. Such restrictions appeared around the time 
faceless share trading started in the London stock 
market.” Faceless share trading effectively gener- 
ated limited liability, which in turn made borrow- 
ing very difficult? Dividend covenants in debt 
contracts made it less likely that funds could be 
inappropriately distributed to shareholders. 

Anticipation of losses and lack of anticipation of 
gains meant that net assets were likely to be a 
‘hard’ number. That accounting is similar to cor- 
porate liquidators’ accounting when making 
timely distributions to claimholders in a way that 
does not violate legal priorities. 

Individuals also have limited liability in the 
sense that there is a limit to the penalties that can 
be imposed on them. That limited liability com- 
bined with the manager’s limited tenure and hori- 
zon (e.g., retirement) likely plays a role in 
accounting’s conservatism (Watts, 2003). The 
manager has an incentive to recognise gains and 
defer losses until after he has left the firm to avoid 
being fired and to earn higher earnings-based com- 
pensation. Once paid, such compensation is diffi- 
cult to recover. Conservatism defers recognition of 
the gains until there is verifiable evidence that the 
gains exist, or in other words until there is ‘hard’ 
evidence (see below). 

The empirical evidence is consistent with the 
limited liability of the shareholders (managers) in- 
ducing asymmetric loss functions for the debthold- 
ers (shareholders) in contracting with shareholders 
(managers) (Watts, 2003). These asymmetric loss 
functions caused efficient debt and compensation 
contracts and corporate governance mechanisms 
to use conservative accounting that deferred 
recognition of gains. That deferral reduced the 
amount of inappropriate early distributions to both 
shareholders and managers. 


2.3. Timely reporting 

The evidence also suggests that while conser- 
vatism is part of the efficient private contracting 
and governance accounting procedures, it does not 
alone determine the recognition of gains. 
Timeliness of reporting is also important. Before 
formal standard-setting there was variation in the 
timeliness of recognition of gains across indus- 


2 Kehl (1941:4) reports that in 1620 the corporate charter of 
the New River Company included a provision that dividends 
could be paid from corporate profits only. He also states that 
those provisions were employed in the rest of the seventeenth 
century and became increasingly more common in the eigh- 
teenth century. This time series suggests that the inclusion of 
the dividend provision in charters was voluntary. 

3 DuBois (1938:95) concludes that de facto limited liability 
existed by the 1730s and 1740s and that ‘for England at any 
rate, the fact of incorporation either by the Crown or by 
Parliament came to be the criterion for the extent of limited li- 
ability’ (p. 96). 
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Figure 1 
The operating cycle 
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tries, presumably induced by ‘common law’ type 
principles enforced by auditors.4 

Figure 1 reproduces a graph of the operating 
cycle produced by the Australian Accounting 
Research Foundation. The different boxes in the 
graph can be considered as potential points for the 
recognition of profit. The most timely recognition 
would be at point 1 when the entrepreneur first has 
the idea for a positive net present value project. 
This is the point that Jeff Skilling (President/COO 
and briefly, CEO of Enron) argued should be used 
for recognising profits and at which Enron did 
recognise ‘profits’ in many cases (McLean and 
Elkind, 2003). The problem with point one is that 
the expected cash flows for the profits are in the 
future, very uncertain and not verifiable. 
Recognition at that point is likely to generate 
frauds (as in Enron’s case). 

As one moves around the cycle, the outcome be- 
comes less uncertain. Historically, accounting 
waited for the profits to become verifiable. By the 
beginning of the twentieth century most firms 
recognised profit at the time title to goods passed, 
at the time of delivery (point 8). However, in some 
industries firms were able to recognise profit at an 
earlier point in the operating cycle, in particular at 
points 5 and 6. Two prominent examples of such 
industries are mining and construction. Until the 
Securities and Exchange Commission (SEC) Staff 
Accounting Bulletin (SAB) No. 101 (SEC, 1999), 





some mining firms listed on US exchanges still 
recognised profit at production (Demers et al., 
2005). Why were firms in these industries able to 
recognise profits earlier than other firms? The ap- 
parent answer is that the mining firms had con- 
tracts for the forward sale of their output. The 
output’s sale and its sale price were guaranteed by 
contract, so recognition of profit at production — 
would not induce overproduction by management 
to overstate profits (create frauds). In construction, 
some firms had contracts that gave them guaran- 
teed payments at various stages of the construction 
process. This evidence suggests that when the na- 
ture of the sales contracts made fraud less likely 
and profits verifiable, efficient private accounting 
allowed profits to be more timely. Profits were re- 
ported as soon as they were verifiable. 


2.4. The nature of the balance sheet and income 
statement 

The emphasis in private contracting is on distri- 
bution of net assets so the balance sheet is a con- 
servative estimate of the value of the net assets 
rather than a measure of firm value (i.e., the bal- 
ance sheet did not incorporate the value of rents). 
Intangibles such as goodwill are excluded from the 
calculation of net assets in debt contracts 


4 See Matheson (1893) for a discussion of the auditors’ 
fights with managers over accounting procedures. 
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(Leftwich, 1983). Consistent with this contracting, 
before the Securities Acts in the US, goodwill was 
typically written off the balance sheet as soon as 
possible, often being reduced immediately to one 
dollar (Ely and Waymire, 1999).° In the UK good- 
will was written off against equity. Accounting in- 
come measured increases in net assets (excluding 
intangibles) before dividends. 

The probable reason that goodwill was removed 
from the balance sheet and changes in goodwill 
were not considered in the income statement is that 
estimates of goodwill are typically not verifiable. 
Goodwill and some other intangible assets repre- 
sent rents or economic profits (the ability to earn a 
rate of return above the appropriate capital market 
rate). Their periodic estimation requires valuation 
of the firm (or part of the firm) and that valuation 
is frequently not verifiable (Watts, 2003). Further, 
when firms were in danger of violating debt 
covenants, goodwill was likely to be approaching 
zero (Holthausen and Watts, 2001). Inclusion of 
goodwill in the balance sheet and changes in good- 
will in the income statement would make account- 
ing numbers ‘soft’ and open to fraud and 
manipulation. 

It is important to note that even though market- 
driven accounting was conservative prior to the es- 
tablishment of the US Securities and Exchange 
Commission (SEC) in 1934 , tangible asset values 
were occasionally written up to their market value 
when the increased asset value was verifiable. 
Fabricant (1936) reports that in a sample of 208 
large listed industrial US firms in the period 
1925-1934 there were 70 write-ups of property, 
plant and equipment and 43 write-ups of invest- 
ments. The investment write-ups were likely secu- 
rities traded in liquid markets where the market 
value could be observed. Revaluation of property 
was associated with financing (Finney, 1935, ch. 
40). If an independent appraiser had valued the 
property for refinancing purposes, the appraised 
value was likely to be verifiable (particularly if the 
appraiser was employed by the lender). Just as in 
the operating cycle, market accounting allowed 
greater timeliness when there was verifiability. 
The SEC effectively banned asset write-ups in the 
late 1930’s (Zeff, 1972:156-160; Walker, 1992) 


2.5. The role of financial reporting in providing 
information to the market 

As indicated above, the early English companies 
did present audited financial statements to the 
shareholders at the annual general meeting. The 


3 State company law dividend restrictions caused the man- 
agement of some companies not to write-off goodwill because 
the write-off would prevent them paying dividends. 

6 Between 1853 and 1893 the nominal value of listed secu- 
rities on the London stock exchange increased by a factor of 
14 (Morgan and Thomas, 1962). 
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tremendous growth of the London stock market in 
the second half of the nineteenth century caused 
substantial changes in the auditing of financial 
statements and the provision of financial reports 
for investment purposes. From 1844-1900 the 
UK company acts did not require an outside audi- 
tor and from 1856 to 19CO an audit was not even 
required (Watts and Zimmerman, 1983; Hunt, 
1935). At the beginning of the period audits were 
conducted by non-director shareholders, but by 
1900 when the compulsory audit was reintro- 
duced, ‘the accounts of most of them (public com- 
panies) were not only audited but were in fact 
audited by chartered accountants. Indeed, practice 
had outrun legal minima’ (Hunt, 1935:454). The 
growth of the professional audit firm was a market 
phenomenon and indeed, the accreditation of audi- 
tors was a market phenomenon (Watts and 
Zimmerman, 1983). 

Further, the audited financial statements were 
apparently given to non-shareholders. In the 1890s 
British auditors came to the US te audit US firms 
raising capital in London because their firms’ rep- 
utations were important to the success of those is- 
sues (Watts and Zimmerman, 1983; DeMond, 
1951). Stock exchange requirements played a role 
in the presentation of audited financial statements 
in the US (see Benston, 1969). Such requirements 
were introduced not because of governmental reg- 
ulation but because the exchanges found it to be in 
their own self interest. Different US exchanges 
had different requirements allowing variation in 
the quality of information presented. 

Despite the use of audited financial statements 
for evaluation of investments, prior to the US 
Securities Acts the accounting produced by listed 
companies for the purpose of raising capital was 
essentially the same accounting produced for con- 
tracting and control purposes. Daines (1929:94) 
describes the dominant objective of accounting as 
being ‘to reflect that income which is legally avail- 
able for dividends’. Further, even though the 
Securities Acts were based on a broader informa- 
tion role for financial reports, US practice and 
opinion among accountants was slow to change in 
that direction. Forty years after the Securities Acts, 
a 1975 FASB survey found that only 37% of re- 
spondents agreed with the information role being 
the basic objective of financial statements. Those 
disagreeing took the position that ‘the basic func- 
tion of financial statements was to report on man- 
agement’s stewardship of corporate assets and that 
the informational needs of readers was of second- 
ary importance’ (Armstrong, 1977:77). 

Why didn’t accounting take on the broader role 
suggested by today’s standard-setters and provide 
a broader range of information and even estimates 
of the market value of the firm (as implicit in 
FASB proposals)? Why did the general opinion of 
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accountants in the US disagree with that broader 
view, 40 years after the Securities Acts? My an- 
swer is that the evidence suggests accounting’s 
comparative advantage in supplying information 
to capital markets is something other than produc- 
ing a broad range of information or an estimate of 
firm value. It is to produce ‘hard’ verifiable num- 
bers that discipline other sources of information.’ 

Let us look at the relation between information 
and the stock market price. The stock market price 
for a security is the result of the interaction of large 
numbers of investors all with varying information 
about the firm. No one investor has all the infor- 
mation. Those investors buy or sell based on their 
information. The more confident they are in their 
information the more they bet and the investors 
who are successful in gaining and using the infor- 
mation survive and have more wealth to continue 
to operate. The result is that the stock price con- 
tains more information than the information of any 
single investor (Hayek, 1945). The accountant, or 
financial reporting in general, cannot hope to pro- 
duce a range of information anywhere near what is 
in the price or to generate an estimate of a firm’s 
equity value that captures much of the information 
that is in the market price. Despite some anom- 
alous evidence, the great bulk of the evidence in fi- 
nance supports this conclusion. 

How then does accounting fit into the supply of 
information to capital markets? The outcomes of 
events implied by information eventually flow 
through the company’s cash flows. Accounting does 
not wait for all the cash flows to occur. For exam- 
ple, in Figure 1 profit is recognised (at sale or pro- 
duction) before cash inflows occur. Accounting is 
more timely than cash flows (e.g., Dechow, 1994), 
but accounting information in financial statements 
is still generally verifiable or ‘hard’. Most recent 
frauds are not due to soft standards, but are the re- 
sult of a failure to apply existing standards. 

If an analyst reports an expected increase in a 
company’s profitability, the quality of the analyst’s 
information can be checked by observing whether 
the company’s accounting income later reflects that 
predicted increase. Market participants come to 
learn which analysts are better predictors and better 
sources of information than other analysts and con- 
sequently stock prices react more to those analysts’ 
information. If accounting standard-setters force 
accountants to include unverifiable value changes 
in income, income will become noisy and frauds 
will increase. This will reduce the ability of the 
market to identify the most reliable analysts and in- 
deed the most reliable other sources of information. 
If accounting financial statements become ‘soft’ so 
will the information generated by other sources. 


7 Lambert (1996) and Ball (2001) also suggest accounting 
plays a role in disciplining other sources of information. 
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2.6. Market reactions to soft accounting and 
financial reporting 

Soft accounting standards generated by standard 
setters will generate market reactions. Any reduc- 
tion in the usefulness of financial reporting will 
provide incentives for private alternative account- 
ing and financial reporting systems to appear. An 
example of a private alternative to formal stan- 
dards is Standard and Poor’s search to identify 
and report ‘core earnings’ (Business Week Online, 
24 October 2002). Increasing frauds due to unver- 
ifiable numbers will generate increases in US liti- 
gation costs and induce conservatism by 
management (Basu, 1997; Holthausen and Watts, 
2001). Finally, managers will react to dysfunction- 
al standards by using the political process to 
change the standards. 

The history of US accounting standard-setting is 
replete with instances of managers and other par- 
ties using the political process to influence ac- 
counting standards and indeed to change the 
accounting standard-setting body. The Securities 
Acts gave the SEC power to set accounting stan- 
dards for listed firms’ filings in order (among other 
things) to reduce the variety of accounting proce- 
dures. Over the years since, the SEC has delegated 
the setting of standards first to the Committee 
on Accounting Procedures (CAP) (1939-1959), 
then the Accounting Principles Board (APB) 
(1960-1973) and finally the FASB (1973-7). The 
inability of the CAP to reduce the diversity of ac- 
counting procedures, ill-will from management 
from the attempted elimination of procedures and 
consequent pressure from Congress was the cause 
of the CAP’s demise in 1959 (Moonitz, 1974). The 
APB alienated corporate management, politicians 
and the financial community with its proposals on 
business combinations (pooling) and other issues 
and consequent Congressional pressure caused it 
to be replaced by the FASB (Zeff and Dharan, 
1994:2-3). The FASB’s survival and the consis- 
tency of US standards with IASB standards 
depends heavily on the political process. Standard- 
setters cannot depart significantly from the market 
equilibrium without their standards being sup- 
planted by private alternatives or themselves being 
replaced by an alternative mechanism via the po- 
litical process. Finally, the courts’ interpretations 
of the accounting that results from the standards 
play a major role in how standards work in prac- 
tice. 


3. Political forces and financial reporting 
For convenience, I include the legal system, the 
political system and regulation in the conduits for 
political forces affecting accounting and financial 
reporting. 
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3.1. Legal system 

There is evidence that US courts significantly in- 
creased the conservatism reflected in listed firms’ 
published financial statements. Informal and for- 
mal evidence (Holthausen and Watts, 2001) sug- 
gests US financial statements were conservative 
before the Securities Acts as expected from the 
contracting and corporate governance forces act- 
ing in the market. However, there was relatively 
little litigation under those acts until the rules for 
bringing class action suits were changed in 1966 
(see Kellogg, 1984; Kothari et al., 1988). The rules 
change enabled lawyers to act as entrepreneurs in 
bringing lawsuits and increased litigation signifi- 
cantly. The legal market responded to the change 
in rules and caused a large increase in the conser- 
vatism of the financial reports — a market response 
by corporate managers. 

At one level, the explanation for why increased 
litigation produced more conservatism in the US is 
relatively simple as Beaver (1993) and Watts 
(1993) pointed out. The reason is that in securities 
suits, buyer suits outnumber seller suits by 13 to 
one (Kellogg, 1984). If a firm overstates its in- 
come and net assets, a suit is much more likely 
than if the firm understates its income and net as- 
sets. Basu (1997) uses periods of changing liabili- 
ty identified in Kothari et al. (1988) to test and 
confirm the Beaver and Watts prediction. 
Holthausen and Watts (2001) confirm the Basu re- 
sults on a longer period. On the basis of the US lit- 
igation effect, Ball et al. (2000) predict that 
financial statements of UK listed companies are 
less conservative than the statements of US listed 
companies. They find results consistent with that 
prediction. 

At a deeper level, the explanation for litigation’s 
effect on conservatism could be related to the con- 
servatism generated by market accounting. US 
courts’ asymmetric treatment of realised losses 
(buyers’ suits) and foregone profits (seller’s suits) 
mirrors a similar asymmetry found in regulation 
by the Federal Drug Administration (FDA) that 
might also reflect court behaviour (Peltzman, 
1976). The FDA acts as though realised deaths or 
realised side effects of drugs released are more im- 
portant than lives lost because drugs are not re- 
leased. Perhaps it is more difficult to produce 
verifiable evidence of profits that might have been 
made and lives that might have been saved than to 
produce verifiable evidence of losses that actually 
occur and the cause of deaths that actually occur. 
Whether it is that explanation or whether there is 
an asymmetric loss function in the public sector as 
well as in the private sector, accounting financial 
statements generate asymmetric costs for gains 
and losses. Given the size of litigation in the US, 
accounting financial statements and disclosures 
(Hutton et al., 2003) are likely to continue to be 
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conservative regardless of the standards intro- 
duced by the FASB. 


3.2. The political process and regulation 

The political process has significant influence on 
accounting standards at least in the US (Watts, 
1977; Watts and Zimmerman, 1978; Ramanna, 
2005) and likely in the UK as well. Congressional 
concern with standards played a role in the re- 
placement of the APB by the FASB. Recent FASB 
examples of Congressional involvement include: 
SFAS 115 (accounting for securities investments, 
FASB, 1993); SFAS 123 (expensing employee 
stock options, FASB, 1995); SFAS 133 (account- 
ing for derivatives and hedges, FASB, 1998); 
SFAS 141 (elimination of pooling, 2001la) and 
SFAS 142 (impairment of goodwill, FASB, 
2001b). 

In the last case (SFAS 141 & 142) opponents of 
the elimination of pooling had a bill introduced 
into Congress to override the FASB. With that bill 
in Congress, opponents went to the FASB with a 
compromise that would eliminate the amortisation 
of goodwill and replace it with impairment. The 
FASB adopted the compromise even though the 
compromise in effect made firms that pooled ‘bet- 
ter off’ in terms of their objectives: the opponents 
kept the stronger income that pooling produces by 
eliminating amortisation; and they gained the 
stronger balance sheet that purchase generates. 
The stronger balance sheet can be achieved be- 
cause the valuations for determining goodwill im- 
pairment are unverifiable so that impairment can 
be avoided (Watts, 2000; Ramanna, 2005). The 
impairment is assessed at the reporting unit level 
where there is typically no observable equity mar- 
ket value. Ramanna (2005) is able to predict the 
positions of firms lobbying on the standards using 
those firms’ ability to manipulate the estimated 
values necessary for impairment. 

History makes it apparent that standard-setting 
in the US is constrained by political forces — if the 
standard is too far from a political equilibrium, it 
cannot last. The long-term political equilibrium in 
the US appears to require conservatism, so it is 
likely that SFAS 142 will not last in its current 
form. Some of the firms with unverifiable good- 
will that are underperforming will fail and in the 
political process part of the blame for failure will 
be attached to the failure of the accounting meth- 
ods to recognise that assets were overstated. 

Watts (1977:67) argues that conservatism is the 
equilibrium in the political process because losses 
from overstatement of asset values and income are 
more observable and usable in the political process 
than foregone gains from understatement of assets 
and income. This in turn could be due to differ- 
ences in ability to verify or differences in loss 
functions (see above), but regardless of reason, 
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conservatism’s effects are apparent. The rationale 
for the Securities Acts was that the NYSE crash in 
1929 was due to overstatement of assets and in- 
come (Benston, 1969). This rationale caused the 
SEC to ban upward revaluations of assets for 30 
years (Zeff, 1972:156-160; Walker, 1992). And, 
there is other evidence that the SEC is still more 
conservative than the market: the revenue recogni- 
tion standards in SAB 101 are more conservative 
than market forces would dictate. Vogt (2001) 
points out that in some cases SAB 101 requires 
less timely recognition than implied by contract 
law. Certainly, SAB 101 did stop some mining 
companies from recognising profit at production 
in circumstances the market had allowed for at 
least a century (see above). 

The Vogt (2001) paper is an example of the lim- 
its the market places on standard-setters and regu- 
lators. The paper is aimed at contracting 
professionals and provides examples of how to 
write contracts to avoid the over-conservative con- 
sequences of SAB 101, for example how to con- 
tract to ensure revenue is recognised at sale with 
no deferral. At the other end of the spectrum we 
observe the finance community working hard to 
allow their clients to avoid constraints on capital- 
ising leases so as to keep debt off the balance sheet 
and generating new securities to produce ‘instant’ 
profits (see below). 

The bottom line is that in the US, the behaviour 
of the courts, Congress and regulatory bodies such 
as the SEC and Public Company Accounting 
Oversight Board (PCAOB) will ensure that US ac- 
counting standards will be conservative. This will 
constrain the FASB’s ability to introduce and sus- 
tain accounting standards that involve unverifiable 
asset and income increases. Given that we observe 
conservatism generated privately by contracting 
and other market forces in the UK, I would expect 
similar but perhaps weaker restrictions on stan- 
dard-setting there as well. 


4. Implications for accounting standard- 


setting and financial reporting reforms 

The cumulative evidence on the economic forces 
acting on accounting via the market and political 
processes provides strong cautions for those pro- 
posing to reform or significantly change account- 
ing and financial reporting. If those proponents 
want their reforms or changes to work and last, 
they must ensure those reforms or changes: 


e anticipate how managers and others will react to 
any standards or proposed reforms; 


e require verifiable numbers for financial state- 
ments; 


e do not try to value the firm; 


¢ allow conservatism; and 
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e have a conceptual framework that is flexible 
enough to accommodate equilibrium accounting 
methods resulting from the economic and politi- 
cal forces 


4.1. Anticipate reactions to standards 

If standard-setters or reformers want their stan- 
dards or reforms to be introduced and to last, they 
have to look ahead to how various individuals will 
react to the standards or reforms, particularly man- 
agers. A good standard or reform is one that works 
in practice and how it works in practice will de- 
pend on how managers and others use it. 

In Watts (2003) I report an example of a stan- 
dard-setting body’s failure to anticipate managers’ 
reactions and their consequences. As a market 
maker in energy-related contracts and derivatives, 
Enron management marked those instruments to 
market (trading securities) and reflected the value 
changes in earnings used in bonus compensation 
(McGraw-Hill Inc., 2002). The FASB’s Emerging 
Issues Task Force (EITF) allowed managers of 
firms making markets in thinly traded energy-re- 
lated contracts and derivatives the discretion to 
choose the ‘bid’ price or the ‘ask’ price for valuing 
those instruments at the end of a period. As a mar- 
ket maker (in some cases the only market maker) 
Enron could determine those prices (Weil, 2001). 
Weil reports that Enron’s ask prices often were as 
much as eight times their bid prices. Given such 
high ask prices would not lead to sales, they pro- 
duced significantly overstated values and earnings. 
It is difficult to imagine how any experienced au- 
ditors on the EITF could not anticipate such an ob- 
vious result. 


4.2. Require verifiability 

At present the FASB is proposing to revise SFAS 
141 to allow profits to be recognised on “bargain 
purchases’ (FASB, 2005a). These are acquisitions 
where the fair value of the net assets of the firm ac- 
quired exceed the acquisition price. Since the fair 
value of the net assets is determined by the man- 
agement of the acquiring company this seems to 
allow unverifiable ‘instant’ profits on acquisitions. 
Management of more than a few companies are 
certain to take advantage of this opportunity to 
overstate and inject noise into their earnings, mak- 
ing accounting and financial reporting ‘softer’. 

In their current state, SFAS 141 and 142 intro- 
duce unverifiable estimates into accounting 
(Watts, 2003). They require the recognition of dif- 
ferent types of intangible assets that in total repre- 
sent rents. Given that rents are essentially the 
return to monopoly power, they do not represent 
individual assets (unless they are separable and 
saleable in the form of a licence or a taxi medal- 
lion). Any attempt to allocate rents to individual 
intangible assets is equivalent to allocating joint 
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benefits: no meaningful allocation is possible. Any 
one allocation of rents is as good as another, so the 
required allocation provides managers with oppor- 
tunities to introduce both noise and bias into earn- 
ings. Earnings become ‘softer’. 

The impossibility of meaningful rent allocation 
appears to be used by managers to avoid goodwill 
impairment under SFAS 142. That standard re- 
quires acquired goodwill to be allocated across re- 
porting units. If there are synergies between the 
reporting units, there is no meaningful way to 
make those allocations. This provides managers 
with the opportunity to locate purchased goodwill 
in reporting units that already have large unrecog- 
nised rents or goodwill (they have grown their own 
goodwill). Since impairment is assessed at the re- 
porting unit level, that unrecognised goodwill will 
mask any overpayment and consequent goodwill 
overstatement and significantly reduce the likeli- 
hood of future impairment. 

In addition, the SFAS 142 requirement that, in 
order to estimate goodwill impairment, managers 
estimate the value of reporting the unit using dis- 
counted forecasted future cash flows, forecasted 
earnings and earnings multiples, or other similar 
methods also considerably increases the ‘softness’ 
of earnings. Anyone who has tried to value a 
growth firm knows how difficult it is to forecast 
future cash and how large a range of values are 
possible. With the market value of the reporting 
unit unobservable, the management’s valuations of 
those units are certainly not verifiable. The conse- 
quence is that despite the fact that many firms 
recognised goodwill impairment in SFAS 142’s 
transitional year (for big bath and below-the-line 
reporting reasons) hundreds of firm with a market- 
to-book ratio less than one did not report impair- 
ments (Beatty and Weber, 2005). SFAS 142 
introduced considerable variation in earnings 
across firms, variation that is due to lack of con- 
sistent treatment of goodwill impairment. Earnings 
became ‘softer’ and noisier. 


4.3. Do not try to value the firm 

Earlier in this paper I made the argument that the 
market value of a listed firm is likely to incorpo- 
rate more information and be a harder estimate of 
value than a manager’s unverifiable estimate. 
Holthausen and Watts (2001) make the same argu- 
ment. Why should accounting and financial re- 


8 The evidence on the nature of asset revaluations 
(Fabricant, 1936; Finney, 1935) suggests they were not fraud- 
ulent. Further, economists consider the cause of the depression 
to be trade wars (Kindleberger, 1986) and poor monetary pol- 
icy (Friedman and Schartz, 1963). By the end of 1929 the Dow 
Jones Index had recovered to record a loss for 1929 of only 
17% and stock prices continued rising in early 1930. In 1930 
President Hoover signed the Smoot-Hawley tariff, raising tar- 
iffs on dutiable items by 52%. 
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porting compete with the market in this dimen- 
sion? Concentrating on such estimation to the 
detriment of providing hard data that help market 
participants estimate market value seems perverse. 
It 1s likely to reduce information in the market- 
place both by making accounting numbers less 
meaningful and removing accounting’s discipli- 
nary role from the market. At a minimum, tradition- 
al transaction-based financial statements should be 
retained as one set of information provided. 


4.4, Allow conservatism 

In the US, any attempt to ban accounting con- 
servatism is sure to fail. Pressures from the courts 
and from the regulatory and political process will 
induce many managers and accountants to make 
financial statements conservative nevertheless. At 
the same time, a lack of conservatism will allow 
some managers to generate frauds. The consequent 
political reaction to such frauds will eventually 
generate removal of the responsible standards and 
likely eventual removal of the responsible stan- 
dard-setting body. 

The usual reason for opposing conservatism is 
that the information provided in financial state- 
ments should be unbiased and as noise free as 
practicable. If unbiased and low noise information 
in practice is the objective then the response of 
some managers to an unverifiable standard should 
be anticipated and built into the design of the stan- 
dard. The EITF and FASB examples given above 
provide strong support for this prescription. 


4.5, An accommodating conceptual framework 
The US Securities Acts were built on a myth: 
that accounting and financial reporting caused the 
1929 NYSE crash and the great depression.® That 
story provided a convenient rationale for the 
Securities Acts and the appearance that Congress 
was doing something to remove the causes of 
those calamities. The rationale also created a de- 
mand for a conceptual framework to guide the reg- 
ulation of accounting and financial reporting 
(Watts and Zimmerman, 1979). The SEC (aware 
of the substantial variation in existing accounting 
and reporting and the economic and political costs 
generated by standardisation) passed that role onto 
a sequence of private standard-setting bodies. The 
normative conceptual frameworks that emerged to 
provide guidance and rationales for choice of ac- 
counting and reporting procedures do not take ac- 
count of the market and political processes that 
determine the nature of accounting and financial 
reporting. And, it is not apparent that completely 
open and frank consideration of those forces 
would be politically viable. However, considera- 
tion of the forces in determining the framework is 
essential to prevent the proliferation of standards 
that stand no chance of achieving their objectives. 
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5. Likely outcome of proposed changes in 
reporting 

I foresee a number of likely outcomes of the cur- 
rently proposed changes in financial reporting, 
given the economic and political forces that deter- 
mine accounting practice: 


5.1. International accounting standards 

It is difficult to envisage a true standardisation of 
international accounting standards. First, the US 
Congress is unlikely to cede that right to an inter- 
national body. Their demonstrated willingness to 
intercede in the standard-setting process is not 
likely to disappear. Lobbying by various groups 
will continue. International accounting standards 
have no government to enforce them. Second, the 
frauds likely to emerge from accounting standards 
that do not consider manager reactions, the impor- 
tance of verifiability and conservatism will cer- 
tainly reinforce Congress’s strong incentives to 
intervene. Third, having only one set of standards 
limits the evolution of accounting that works. 
When large numbers of companies can experiment 
and invent new methods of accounting, one of 
those experiments might actually improve finan- 
cial reporting and lead to other firms imitating the 
new accounting method. The number of such ex- 
periments has been reduced enormously by the ex- 
istence of national standard-setting bodies. 
Reduction of the number of standard-setting bod- 
ies that experiment similarly reduces the likeli- 
hood of efficient innovation. 


5.2. Future of the FASB 

The current FASB seems committed to a course 
that is likely to be disastrous for the institution. It 
will either be replaced by a governmental agency 
or significantly restructured. The reasons for this 
prediction are spread through my preceding dis- 
cussion. Two likely focal points. are: 

Ability to audit standards. At the last American 
Accounting Association meeting a former board 
member (with no denial from the board members 
present) publicly declared that it was not the 
FASB’s responsibility to consider the ability to 
audit their standards when setting standards. The 
FASB’s sister institution, the Public Company 
Accounting Oversight Board (PCAOB), that, like 
the FASB, is responsible to the SEC is concerned 
about the ability to audit recent standards such as 
SFAS 142. When the SEC has to examine specific 
examples of the problems that non-auditable stan- 
dards generate (frauds), it is highly likely to take 
the PCAOB’s side. Evidence of such a reaction is 
provided by the SEC’s relatively recent SAB 101 
that adopts a more conservative revenue recogni- 
tion standard than market forces generate (see 
Watts, 2003). Like all regulatory bodies, the SEC 
has strong incentives to be conservative. 
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Move to firm valuation. After centuries of trans- 
action-based financial statements and reporting, 
the FASB proposes financial reporting to move to 
a firm valuation approach. Inclusion of intangibles 
that are intended to capture rents, changes the bal- 
ance sheet from measurement of the opportunity 
cost of investment and the abandonment option to 
measurement of firm value. Schipper (2005) ar- 
gues that in estimating firm value the FASB imi- 
tates the market. The imitation comes from the use 
of discounted cash flows, earnings multiples, etc. 
However, the strength of market valuation is not 
the varying forms that market participants use to 
value firms, but the large numbers of participants 
with varying information that cause the market to 
incorporate a wide spectrum of information in the 
market price. The FASB mistakes the form of mar- 
ket valuation for its substance. In the past the 
FASB has acted as though an important function of 
accounting is to inform market participants, a 
function consistent with the evidence. This FASB 
is undertaking an experiment based on the form of 
the market process not its substance. Reliance on 
form means the experiment is likely to fail. Unless 
the SEC or other regulatory bodies intervene 
promptly, the experiment will generate significant 
numbers of market frauds. 

Correction seems unlikely to occur immediately. 
The FASB is still writing standards that are in- 
tended to include fair value (including valuation of 
the firm) into what is effectively its conceptual 
framework. On 21 October 2005 the FASB issued 
a working draft of SEAS 15X (fair value measure- 
ments, FASB 2005b) that the FASB intends to be 
effective for financial statements beginning after 
15 December 2006. On 25 January 2006, the 
FASB issued an exposure draft of a proposed state- 
ment of financial accounting standards (FASB 
2006) that suggests firms be given the option to 
value certain financial assets and liabilities at fair 
value, beyond the requirements of SFAS 115. That 
draft states that it is phase 1 of a fair value project. 
Phase 2 would extend the option to non-financial 
assets and liabilities and to some financial assets 
and liabilities excluded from phase 1. 


5.3 Market use of financial reporting 

Debt contracts have increasingly contracted out 
of a number of GAAP standards (see Watts, 1977; 
Leftwich, 1983; Beatty and Weber, 2005). If the 
FASB and IASB continue on their current course, 
debt contracts may cease to use GAAP-based ac- 
counting entirely. Similarly, compensation con- 
tracts currently use many performance measures 
other than earnings. I expect the relative use of 
modified GAAP earnings in top management com- 
pensation to decline if standard-setters continue on 
their current course. 

The declining use of accounting numbers from 
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the audited financial reports in their traditional 
contracting role is likely to affect the financial re- 
ports of private companies. It is entirely plausible 
that if GAAP-based reports do not meet the con- 
tracting market test, alternative accounting reports 
that are audited by non-CAs or CPAs could replace 
them. Recent CPA ethics cases suggest this is al- 
ready happening. 

If GAAP-based published audited financial 
statements also fail the market test in providing in- 
formation for share valuation (as seems likely if 
they are designed to value equity and produce un- 
verifiable numbers), individuals who currently use 
those statements will increasingly turn to other, 
more reliable, alternatives. 


6. Conclusion 

The survival of GAAP-based financial reporting 
requires that reporting meet economic and politi- 
cal demands. Injudicious changes in reporting that 
do not consider economic and political forces will 
not survive or if they do, that reporting will be a 
mere formality and not be used for productive pur- 
poses. In this latter event, other mechanisms will 
arise to meet the demands ignored by formal re- 
porting. The result could well be that CPAs or CAs 
will find themselves replaced by competitive insti- 
tutions. 
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Discussion of ‘What has the invisible hand 


achieved?’ 


Ian Mackintosh* 


I found the presentation both interesting and time- 
ly. Ross has challenged the status quo and the basis 
of our current thinking in a very direct way. It is 
timely because we are in the middle of a iong-run- 
ning debate on the use of fair values and other 
measurement bases that Ross would definitely 
label as ‘soft’ figures. 

The conceptual framework is being revisited at a 
fundamental level, and Ross’s strongly held views 
would probably move the framework in the oppo- 
site direction to which it is likely to move. 

His comments are especially relevant, too, in re- 
lation to the convergence programme being under- 
taken by the IASB and FASB. There are many that 
think this programme should be implemented 
slowly and carefully. Others think it should not be 
undertaken at all at this stage. Ross has indicated 
that he is not a great fan of FASB and that board’s 
standards, so I would guess that he is not a sup- 
porter of the convergence programme. 

I found the background that he gave on account- 
ing conservatism extremely interesting. There is 
certainly a move away from conservatism and to- 
wards neutrality in accounting today, and perhaps 
we are forgetting the reason it was first introduced 
and the needs it is meant to address. In the UK we 
are currently looking at revenue recognition in 
service industries in UITF 40. In the view of some, 
this interpretation is an unfortunate move away 
from conservatism and towards the soft figures 
that Ross warns us against. I can tell you from per- 
sonal experience that there are many practising ac- 
countants in the UK market who think that UITF 
40 is taking us down the wrong path. On the other 
hand, many agree with it. 

Ross’s paper is firm in its conclusion that ac- 
counting needs to report figures that are verifiable 
or ‘hard’. Soft figures will give rise to noisy in- 
come statements and frauds will increase, he as- 
serts. If we persist in reporting soft figures he 
opines that the market will create its own figures 


*The author is Chairman, Accounting Standards Board. The 
comments that appear in this article are the personal views of 
the author and not those of the ASB. ASB positions on ac- 
counting and disclosure issues are arrived at by the board after 
the completion of an extensive process of public consultation 
and disclosure. E-mail: imackintosh@ fre.org .uk 


that are more useful to it. 

To me this ‘hard’ verse ‘soft’ figures argument is 
another way of looking at the balance between rel- 
evance and reliability. In standard-setting this is al- 
ways a major challenge. Ross would have us 
leaning heavily on the reliability side of the scale. 
I am not sure that very hard figures that may not 
tell you much about the entities’ performance are 
the right thing to report. In fact, those figures may 
distort the entities’ result. I think getting the bal- 
ance right is much more difficult than Ross por- 
trays and that getting it right is important. I am not 
a supporter of his emphasis on verifiability in all 
circumstances. 

I have full sympathy with his comments on po- 
litical forces and financial reporting. Over the 
years I have seen many instances of the sort of in- 
fluence he refers to. It is not just a US problem; it 
happens all over the world. He cautions that stan- 
dard-setters should be aware of the likely reactions 
to their proposed standards and to be sure that the 
reporting being required can work in practice. This 
is common sense. But situations do arise where, in 
the interests of better reporting, a standard-setter 
has to do something that they know will not be 
popular and will be rigorously opposed by some 
sectors of the community. In such situations it 
would be appropriate to try and mitigate adverse 
comment as much as possible. However, this 
should not, in my opinion, be at the cost of an ef- 
fective standard. ĮI am not as pessimistic as Ross on 
the acceptability of such a standard, and I think 
that history is on my side. 

I believe that there is room for, and a need for, 
idealism in standard-setting. I do not think it is just 
a matter of noting market attitudes and responding 
to them. Further, I do not agree that the application 
of such idealism, with appropriate caution, will 
lead to the end of standard-setting as we know it. 

Of course, financial reporting needs to meet the 
needs of the market. But there are times for lead- 
ing the market and times for following it. Getting 
that balance right is the art of the standard-setter. 
The current standard-setters have probably not got 
it perfectly right and there is room for debate on all 
their decisions, but overall I do not share the view 
put forward that they are way off course and head- 
ing down a route of self destruction. 
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Does sustainability reporting improve 


corporate behaviour?: 


Right time? 


Rob Gray* 


Wrong question? 


Abstract— This paper takes its starting point from the ICAEW’s ‘Sustainability: the role of accountants’ — one of the 
outputs from the Institute’s Information for Better Markets initiative. In particular, an important series of questions 
arise around the extent to which (if at all) accountants can encourage — and should be encouraging — the develop- 
ment of substantive social, environmental and sustainability reporting by large organisations and the extent to which 
such reporting should be governed by financial market principles and exigencies. The relationship(s) between social, 
environmental and financial performance and reporting are of increasing significance in this context and this signif- 
icance is reflected in considerable growing interest in the business, accounting and political communities. At the 
heart of the matter, there is the tantalising suggestion that social responsibility, financial performance and voluntary 
sustainability reporting may be mutually constitutive and mutually reinforcing. That such a suggestion is, a priori, 
highly implausible seems to attract less interest. This paper seeks to investigate these matters in some detail by con- 
sidering, in turn, what is meant by ‘sustainability’, the current state of affairs in “sustainability reporting’ and the ex- 
tent to which social disclosure can be said to be related to the social and/or financial performance of organisations. 
The analysis suggests that the question set for this paper is mis-specified, that ‘sustainability’ reporting consistently 
fails to address sustainability and the increasing claims that financial and social performance are mutually determined 
and determining is probably incorrect and founded upon a tautology. The central theme of the paper is that sustain- 
ability is a matter of such concern that it must be treated as at least as important as any other criteria currently fac- 
ing business, that sustainability reporting needs to be developed in a mandatory context as urgently as possible and 
that continuing focus upon the tautologies of social responsibility is a particularly foolish and dangerous enterprise. 


1. Introduction 
‘,..information can promote better markets, in 
the broader sense of markets which deliver out- 
comes that meet public policy objectives.’ 
(Institute of Chartered Accountants in England 
and Wales (ICAEW), 2004:14) 


*The author is Professor of Social and Environmental 
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this research; Richard Macve for his early helpful comments 
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paper; and Crawford Spence, Jan Bebbington, Sue Gray, 
David Collison and colleagues at St Andrews Management 
School for their helpful comments and suggestions. The au- 
thor is also pleased to acknowledge the stimulating comments 
received at the ICAEW ‘Information for Better Markets’ 
Conference in December 2005. He wishes to make especial 
mention of Markus Milne of Otago University who, with him- 
self and other colleagues, has been working on a project ex- 
amining the interpretation, meaning and influence of 
sustainability as it is used in New Zealand business. That proj- 
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At the heart of accounting — and especially fi- 
nancial accounting and auditing — is the notion of 
information provided by managers to those outside 
the organisation — typically the owners — for the 
purposes of accountability and control. The need 
for the formalising — and regulation — of this infor- 
mation typically relies upon the ubiquitous separa- 
tion hypothesis arising, typically, from the size of 
the organisation vis-a-vis the closeness (see, for 
example, Rawls, 1972; and Gray et al. (forthcom- 
ing)) of the shareholders. In the UK in this regard, 
the shareholder has always been the stakeholder of 
primary concern, with other financial stakeholders 
bringing up second place. Occasionally other non- 
financial stakeholders have been granted informa- 
tion privileges but, broadly speaking, the needs of 
non-financial stakeholders (and the non-financial 
needs of financial stakeholders) are only normally 
of interest to the extent that their needs coincide 
with those of the shareholders. The implicit as- 
sumption is always that control of the company 
can be left to the managers, the shareholders and 
the state.! 

However, with the increasing awareness and 
concern about social and environmental issues — 


| It was not always this way — see, for example, The 
Corporate Report (Accounting Standards Steering Committee, 
1975). 
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and, indeed, corporate and economic influence 
thereon — has come, inevitably, a growth in de- 
mands for social and environmental accountabili- 
ty commensurate with the social and 
environmental power which (large, multinational) 
corporations exercise. And, on the face.of it at 
least, large international companies have respond- 
ed with a considerable upsurge in voluntary re- 
porting on social and environmental issues. 
Whether because of the UK’s primary focus on 
the shareholder — or despite it — the UK has led the 
way in the production of stand-alone voluntary ře- 
ports on social and environmental issues. There is, 
however, considerable and growing doubt and 
scepticism about the accountability actually deliv- 
ered by such voluntary reports, (see, for example. 
New Economics Foundation, 2000; Owen et al., 
1997; Owen et al., 2000; and Owen et al., 2001). 
On no other issue is this scepticism — as well as 
concerns with levels of potential power and the 
need for accountability — more acute than in the 
matter of sustainability. 

As any observer must notice,’ it is increasingly 
common for business representative groupings to 
claim a competence in areas connected with sus- 
tainability and for companies themselves to allege 
their contributions to sustainable development. 
Such claims are essential to the well-being of the 
planet. If indeed corporations are — and can — de- 
liver sustainability then they are delivering the, 
without question,’ most essential public policy ob- 
jective the world has known. For society’s well- 
being, then, it becomes important for companies 
making such claims to demonstrate the substance 
of those claims. If, contrariwise, corporations are 
not delivering — and perhaps cannot deliver within 
current forms of economic organisation — what is 
required to put us on a path of sustainable devel- 
opment, then such knowledge is acutely essential 
to the species. 

ICAEW (2004) is one example of an attempt to 
open up these issues for debate. It does this by 
teasing out, often in novel ways, current leading- 
edge practices and trends in order to demonstrate 
some of the range of social and environmental im- 
provements in current business practice that are 
possible through incremental change. What is 
missing in ICAEW (2004), (as in so much that is 
written on the interface between business/account- 
ing and sustainability) is any explicit consideration 
of how these incremental possibilities will actual- 
ly satisfy the exigencies of sustainability. How will 


2? And the paper will seek-to demonstrate. 

3 The survival of the human species as a whole is not, in 
fact, an uncontestable desiderata. Not least are those who 
argue that the human species has caused so much damage that 
our moral right to continue to exist is questionable. This paper 
will remain with the more anthropocentric assumption sug- 
gested here. 
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‘there’ be reached from ‘here’, if one will. That as- 
sumption — that incremental change is capable of 
delivering (and probably will deliver) sustainabili- 
ty — is so typically taken for granted. If it proves to 
be a false (or even an un-examined) assumption 
then analyses — of, for example, the potential im- 
pact of reporting and/or the relationship between 
financial performance and social or sustainability 
performance — are likely to provide us with unreli- _ 
able conclusions. | 

It is this potential complexity and the largely un- 
examined nature of the assumptions that make the 
task set for this paper less than simple. Put simply: 
if, as I will seek to demonstrate, there is little or no 
‘sustainability reporting’ then the question “Does 
sustainability reporting improve corporate behav- 
iour’ ceases to be an empirical question. Equally, 
if, as I shall also seek to show, the notion of what 
is “improved corporate behaviour’ is increasingly 
contentious and founded, in essence, on a tautol- 
ogy, then evidence from research in this field must 
be treated with considerable care. 

It is this need to carefully examine the terms and 
the implied assumptions within the title that make 
the task of this paper more complex than might at 
first seem to be the case. In essence, the backdrop 
to the paper is as follows. The sustainability of the 
planet is threatened, as the paper will- seek to 
demonstrate. That threat derives, crudely, from a 
combination of economic activity and population. 
Businesses, especially large business, are the en- 
gine room of economic activity and, therefore, it is 
important to know if that economic activity is sus- 
tainable and/or whether the individual economic 
units — the large companies — are themselves sus- 
tainable. We live in world where claims to this ef- 
fect are increasingly ubiquitous. The claims 
require examination. 

This paper will therefore comprise three sub- 
stantive sections. 

The first section will (briefly) consider the no- 
tion of sustainability. It will do this for three rea- 
sons: first, the pressing issues of sustainability 
form the motivation for this paper; second, if we 
are to examine ‘sustainability reporting’ we need 
to know what is meant by that term; and third, by 
developing our understanding of sustainability we 
can more carefully assess whether or not the sig- 
nificant body of research evidence on the relation- 
ship(s) between social and financial performance 
and disclosure have relevance to our consideration 
of sustainable development. 

The second substantive section of the paper will 
then formally introduce and examine what is 
meant by ‘sustainability reporting’. The implica- 
tions from this examination are potentially varied 
and include what can be learned from corporate 
self-reporting about corporate social, environmen- 
tal and sustainability performance and the extent to 
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which such reporting is likely to produce the in- 
formation inductance effects (see, for example, 
Prakash and Rappaport, 1977) that might lead to 
‘improved’ corporate behaviour. 

The third section considers the considerable 
body of research into the relationships between so- 
cial and environmental performance and disclo- 
sure and financial performance.’ This is a body of 
evidence which is drawn upon frequently in busi- 
ness-sustainability discourse (see, for example, 
Schmidheiny, 1992; Schmidheiny and Zorraquin, 
1996; and Oberndorfer, 2004) and it is therefore 
crucial to know to what extent such appeals to ev- 
' idential support are reliable. 

The paper then concludes with a synthesis of the 
evidence and arguments considered. A short 
Appendix to the paper provides a number of sug- 
gestions for future research. 


2. Sustainability: what the data says 

‘If we could shrink the world to a village of 100 
people, pro-rata there would be 57 Asians, 21 
Europeans, 14 from the Western hemisphere, 
north and south, and eight Africans. Eighty 
would live in sub-standard housing, 70 would be 
unable to read, 50 would suffer malnutrition. Six 
would possess 59% of the world’s wealth and all 
of them would be from the US. Only one would 
own a computer.’ Reported in EcoSoundings, 
Guardian Society, Wednesday February 14 
2001:8. 


Sustainability — or more usually sustainable de- 
velopment? — is commonly defined as develop- 
ment which: ‘méets the needs of the present 
without compromising the ability of future gener- 
ations to meet their own needs’ (United Nations 
World Commission on Environment and 
Development, 1987:8). The notion is typically 
thought of as a global and spatial concept — and 
therefore one which is difficult to apply at the or- 
ganisational level (see below). It is a notion gen- 
erally thought to comprise two subsidiary notions: 
preservation of the natural environment’s capaci- 
ty to continue to support life® and a social justice 
component through which there is a sense of eq- 
uity with which peoples have access to environ- 
mental resources. Clearly, neither of these is a 
simple or incontestable idea but, by most normal 
ethical stances (see, for example, Norton, forth- 
coming), they are key desiderata for any civilised 
notion of humanity. Equally, as I shall attempt to 
summarise here, there is a fairly compelling 
weight of evidence to suggest that neither of these 
desiderata are currently being met and, collec- 
tively, we are in danger of moving further and fur- 
ther away from a condition of potential 
sustainability. 

While such a conclusion would be of concern to 
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us, we might think that it would be a matter, pri- 
marily, for government policy.’ However, as has 
been well-documented, (see, for example, Beder, 
1997; Mayhew, 1997; Schmidheiny, 1992; and 
SustainAbility/World Wide Fund for Nature, 
2005) business groups such as the World Business 
Council for Sustainable Development and the 
International Chamber of Commerce have sought 
to both influence government policy with regard to 
sustainability and, more importantly, sought to ap- 
propriate the sustainability agenda under the argu- 
ment that, variously, business is an essential 
component of any path towards sustainable devel- 
opment and, at its extremes, the natural environ- 
ment is safe in the hands of business (see, for 
example, Turner, 2002; Hawken, 1993; Hawken, 
Lovins and Lovins, 1999; SustainAbility/UNEP, 
2001; Welford, 1997; and Zadek and Tuppen, 
2000). 

Now, while trying to establish the sustainability 
of a single enterprise is difficult, perhaps even ris- 
ible knowing something about the collective sus- 
tainability of economic units and economic 
activity as a whole is probably significantly im- 
portant. That is, on the one hand, if all economic 
units are un-sustainable, then it is unlikely that the 
economic totality of the planet will be sustainable 
in any recognisable way. Equally, if the data relat- 
ing to planetary condition suggest that collectively 
we are unsustainable, then we can probably infer 


41 will tend to use the terms social disclosure and social per- 
formance as generic terms to refer to social, environmental 
and/or sustainability reporting and social, environmental 
and/or sustainability performance except where it is essential 
to draw a distinction. 

> There seems little value in getting bogged down here with 
terminology. For the sake of clarity we will be assuming that 
sustainability is a state and sustainable development is the 
process through which that state is brought about. The terms 
as used here are anthropocentric and suggest a scenario which 
lies at some midpoint between, on the one hand, a position of 
pure despair and/or a pure eco-centric position and, on the 
other hand, a position which take as given the more usual eco- 
nomic-growth-as-normal assumptions that typically underlie 
current economic and business practices, (i.e. optimism/indif- 
ference). See, for example, Atkinson et al. (forthcoming). 
Note, however, as Hajer (1997) argues — sustainable develop- 
ment is also a site of struggle between the dominant social par- 
adigm of ‘frontier economics’ and a new ecological paradigm. 

6 This is usually construed as support of human life — hence 
the anthropocentric emphasis one typically finds in this area. 

? I would refer the reader to Martin Walker’s excellent re- 
view of the papers from the ICAEW Conference in which he 
makes just this point. 

8 Not only are there theoretical and practical arguments as 
to why sustainability may not be applied at an organisational 
level (see, for example, Gray and Milne, 2004) but while an 
individual organisation might be clearly unsustainable (e.g. a 
mining entity) at a particular point in time, under many inter- 
pretations of ‘sustainability’ there is no reason to believe that 
the system of which that entity is a part should not be collec- 
tively sustainable now or at some foreseeable point in the fu- 
ture. 
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Figure i 
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Humanity’s ecological footprint, planetary carrying capacity and overshoot 


(taken from WWF 2004, p1) 
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that the collective of our economic activity is, it- 
self, likely to be unsustainable.? As we will see in 
the following section of this paper, we are not pro- 
vided with the data by which we might assess the 
first of these two. We do, however, have data to 
help us assess the second. 

While we hear of ecological disaster and news- 
papers offer special reports under titles such as ‘Is 
this the end of the world?! this should not distract 
us from a series of apparently independent assess- 
ments published in recent years. As a representa- 
tive of informed and expert world ecological 
opinion, The United Nations Environment 
Programme (UNEP) Global Environmental 
Outlook (GEO) 2002 (UNEP, 2002); The WWF 
Living Planet Report 2004 (WWE, 2004); Limits 
to Growth: The 30 Year Update (Meadows et al., 
2004); and The United Nations’ Millennium 
Ecosystem Assessment (Millennium Ecosystem 
Assessment, 2005) are an impressive and persua- 
sive phalanx.'! They make extremely unpleasant 
reading: 


“The unfortunate result is that sustainable devel- 
opment remains largely theoretical for the ma- 
jority of the world’s population of more than 
6000 million people. The level of awareness and 
action has not been commensurate with the state 
of the global environment today; it continues to 
deteriorate. (UNEP Global Environmental 
Outlook 3, 2002) 
http://www.unep.org/geo/geo3/english/overview 
/001.htm 


One way of expressing their message is through 
the notion of the ‘ecological footprint’ — a measure 
of the land needed to support an activity, a way of 
life and economy and so on. The following from 





World Wildlife Fund (2004) is typical. 

Figure 1 shows the trend in mankind’s ecologi- 
cal footprint — the amount of land needed to sup- 
port the species’ activities — and the point at which 
it exceeded the planet’s carrying capacity. While 
this is not a precise science (and WWE 2004 pro- 
vides a detailed critique of the approach; see also 
Wackernagel and Rees, 1996), consensus is clear 
that somewhere between the late 1970s and the 
early 1990s the planet started using up capital — to 
continue as we are currently doing will require an- 
other planet and the present planet’s capacity to 
provide sustainable support is declining serious- 
ly.1? The point is then made with a reciprocal fig- 
ure (shown as Figure 2 here) which seeks to 
suggest how the health of the planet as a sustain- 
able habitat for mankind has been declining 


? In this latter case we have then the problem of sorting out 
which units are making what contributions to un-sustainabili- 
ty — but one step at a time. Equally, a considerable proportion 
of economic activity occurs in small independent micro busi- 
nesses in the developing world both within and without the 
formal sector. It is more that corporate influence extends be- 
yond its size alone. 

10 The Independent on Sunday 16 October 2005:32~34 

U I perhaps should stress that these are not the only such re- 
ports produced in recent years. I select these for illustration 
and diversity. For a selection of other approaches and data 
sources, see, for example, Simms (2005); Brown and Flavin 
(1999); Francis (2005) and European Environment Agency 
(2005) 

12 This trend is despite the astonishingly high technological 
efficiency gains made in capitalistic production over the last 
50 years. It comes as no surprise to discover that North 
America has by far the greatest ecological footprint per capi- 
ta followed by Western Europe. Africa and (currently) Asia- 
Pacific have the lowest per capita. WWF talk of needing three 
planets if China and India are to consume at current western 
levels — under the most encouraging of technological assump- 
tions. For more detail, see, for example, Porritt (2005). 
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Figure 2 
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Living Planet Index 1970-2000 — Assessment of a Sustainable Earth 


(taken from World Wildlife Fund 2004, p1) 
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worryingly for some time. 

These are stark messages and they are repeated 
in various forms in the other analyses. Meadows et 
al., (2004) for example, attempt to extrapolate cur- 
rent trends of land use, water use, consumption 
etc, and, under a highly optimistic set of assump- 
tions about technological change, suggest a range 
of radical policy initiatives if ‘overshoot’ (the po- 
tential for catastrophe measured in loss of human 
life) is to be avoided. Their optimistic assessment 
is that humanity has 30 years left in which to make 
such changes. The Millennium Ecosystem 
Assessment, based on the work of 1,360 ‘experts 
worldwide’, reaches a similar conclusion in their 
report (‘Living Beyond Our Means’), arguing that 
without drastic policy change the UN’s 
Millennium Development Goals cannot be 
achieved and: 


‘Human activity is putting such strain on the nat- 
ural functions of Earth that the ability of the 
planet’s ecosystems to sustain future generations 
can no longer be taken for granted.’ (p. 2) 


These are chilling words that, I should have 
thought, we cannot sensibly ignore. 

The key to understanding these conclusions is to 
appreciate both the range and interdependency of 
the issues about which concern is expressed. 
Global climate change! may currently be the most 
obvious of the issues!‘ but it is only one of many 
areas of concern. The reports briefly considered 
here discuss a wide range of other matters.!> It is 
the combination and interaction of these issues 
which produce the level of anxiety about planetary 
sustainability. It is the systemic interaction be- 
tween a range of socially and environmentally 
harmful potentialities that raises the overall per- 
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ception of a risk of catastrophe. 

Catastrophe brought about through ignorance or 
through the enjoyment of the highest levels of 
pleasure, freedom from pain and the joys of con- 
sumption, whilst hardly admirable, is, at least, po- 
tentially understandable. However, scholars in the 
field of sustainable development have sought to 
challenge even the apparently incontrovertible as- 
sumptions that we!® in the West unequivocally 
enjoy considerable improvements in material well- 
being. They do this by re-casting and recalculating 


'3 The question of ‘global warming’ although it has the bulk 
of opinion behind it remains, as far as I am able to tell, some- 
thing of an open question. There seems to be a much stronger 
and more substantive concern over the notion of global cli- 
mate change. Again, for more detail see, for example, Porritt 
(2005). 

14 Special Issues run by the Observer newspaper on 19 and 
26 June speak of the increasingly widespread awareness of the 
issue. The Financial Industry and Insurers were reported to be 
involved in separate initiatives to respond to global climate 
change (Eldis News Weblog on (http://community.eldis.org). 
For different perspectives on the issue see, for example, 
Marshall and Lynas (2003) and Webster et al. (2005). 
However, the real source of persuasion lies with the statements 
from the United Nation’s Intergovernmental Paneli on Climate 
Change (IPCC). 

'S Issues range from fish stocks, bio-diversity and species 
extinction to water and oil ownership and usage all the way to 
pandemic, famine and nuclear war. Such matters are champi- 
oned by individuals who are not associated with green ex- 
treme groups; the UK’s Astronomer Royal, Sir Martin Rees 
(The Observer 17 April 2005:17) and financier Jim Mellon 
(Observer Business, 25 September 2005:4) are eloquent on the 
issues. A recent report from 2020 Fund’s Global Stakeholder 
Panel survey of over 1,000 civil society leaders reveals that 
20% believe that irreversible harm has already occurred, (see 
www.2020Fund.org). 

16 The sort of easy fallacy often made when discussing well- 
being. The disparities between rich and poor in the wealthy 
countries is considerable and growing, 
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Figure 3 
GDP and Wellbeing, USA 1950-97 
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our normal approximations of social welfare — 
GDP/GNP. The experiments with ‘Green GDP’ 
and ‘Green National Income Accounts’ (see, for 
example, Pearce et al., 1989; Anderson, 1991) are 
relatively well-known. The more substantive at- 
tempts to drive ‘alternative indicators’ recognise 
that material well-being, on the one hand, and wel- 
fare and happiness, on the other are not the same 
thing. This has led to the production of measures 
such as the Genuine Progress Indicator — GPI 
(Cobb et al., 1995) and the Index of Sustainable 
Economic Welfare — ISEW (Daly and Cobb, 
1990). 

Figure 3 (see also Daly and Cobb, 1989) sug- 
gests that well-being in the western nations — most 
notably North America — has been declining since 
some time between the late 1960s and early 1980s. 
The point being that current measures of well- 
being — GNP — are misleading and that arguments 
around the protection of a materialist way of life 
are mis-cast.!7 

If one then turns to the examination of the well- 
being of the poorest on the planet, further mixed 
messages are received. The Millennium 
Development Goals'® were established under Kofi 
Annan as a minimum set of goals for a civilised 
and potentially sustainable planet — as far as I 
know their desirability has not been challenged 
(except perhaps for being insufficiently ambi- 
tious). While some progress has been made in 
areas such as primary education there remain 
many geographic regions where levels of hunger 
and poverty, the indicators for environmental sus- 
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tainability, disease and development continue to 
worsen.!? 

The combination of data which suggest an in- 
creasingly fragile environment, coupled with so- 
cial data showing a declining welfare in the West, 
increasing inequality worldwide and a mixed set of 
messages about the most vulnerable on the planet 
presents us with a case to answer. The case that the 
planet is on a path of sustainable development is — 
at the most optimistic of interpretations — not self- 
evident.” 

Of course, the data has been challenged and, 
very properly, should be treated with care and a de- 
gree of scepticism. The ‘cry wolf’ concerns from 
the past (Malthus, 1798; Jevons, 1865) certainly 
counsel a degree of caution. Julian Simon is well- 
known for his challenge to examples of over-sim- 
plification and generalisation of trends from data, 


'7 The conclusion is not an implausible one if material con- 
sumption and well-being is set against over-consumption, obe- 
sity, fears for safety, alienation, drug addictions, social 
dislocation, time poverty, etc. For more detail on the measures 
of social welfare see, for example, Lucas et al., (2004); 
Moffatt (forthcoming) and Hamilton (forthcoming). 

18 http://wwww.un.org/millenniumgoals/ 

'9 See also the UN Human Development Index for more de- 
tail and variation on this theme. 

20 Jt is worth also noting that analvses such as these parallel 
other studies which seek to understand rather better — and in a 
non-rabid fashion — the pros and cons of corporate involve- 
ment in development and to caution over-enthusiastic accept- 
ance of the MNC — bad; Development — good; orthodoxy. See, 
for example, Christian Aid (2005) and Clay (2005), but see 
also Bailey et al. (1994a, 1994b, 200). 
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(see, for example, Simon, 1981; Simon and Khan, 
1984). Solow (see, for example, Solow, 1993) is 
renowned for his reinterpretation of growth 
through technological development and thus argu- 
ing that the focus should be less on sustainability 
and more on the appropriate forms of investment 
for the future. Lomborg’s (2001) notoriety*! may 
have obscured the issue that he, like Beckerman 
(see, for example, Beckerman, 1974; 1995), has 
argued from an economic point of view as to what 
is the better cost-benefit approach to social and en- 
vironmental issues. The persuasiveness of the data 
itself — to the point of claiming an environmental 
conspiracy (see also Bailey, 2002) — has been most 
visibly challenged by the novelist Michael 
Crichton in his novel State of Fear to the point that 
he was summoned as a key witness before the US 
Senate’s attempts to prove that global warming 
was ‘the greatest hoax ever perpetrated on the 
American people’ .”” 

That the situation is not as simple as newspapers 
and the more simple-minded campaigning organi- 
sations might have us believe is a reasonable in- 
ference to draw. To conclude that there is nothing 
to worry about (cf. Bailey, 2002) in the face of 
such substantive and careful research from many 
of the world’s leading scholars would seem a little 
foolish. Certainly the close arrival of the WWF 
(2004) report, the Limits to Growth results 
(Meadows et al., 2004) and the Millennium 
Ecosystem Assessment (2005) with such similar 
results provides unusually disturbing reading — 
even when we know that ‘wolf’ can be called. 

I believe that we must conclude that there is a 
substantive case here that must be addressed. Of 
course, it is a case on which a certain conclusion 
can only be reached after it all becomes too late for 
the species (i.e. the downside risk of choosing the 
‘wrong’ conclusion is significant). It is, however, a 
case which, I would have thought, was substantial 
enough to counsel us to dismiss simple claims of 
its achievement. Indeed, the complexity of the is- 
sues involved suggest that there remains a major 
disconnect between the implication of the global 
data we have reviewed and the partial and lo- 
calised data which we will see (below) is chosen as 
measures of social and environmental perform- 
ance. That is, for example, that a company which 
has a reputation for social responsibility among 
people to whom sustainability is not understood, 
tells us nothing of the organisation’s sustainability. 
Pollution constraints, whether within or without 
current legal standards, may well be a necessary 
condition for sustainable development but they are 
not a sufficient condition if the legal standards 
have not been set with global sustainability in 
mind. Equally, claims of active community in- 
volvement can only be assessed as contributing to 
improved social justice if the involvement entails 
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some substantial notion of redistribution as a key 
component. 

I fear we must conclude that sustainability is an 
issue of the profoundest importance to all peoples 
— including even economists, investors and ag- 
gressive CEOs — and that its implications require a 
non-linear shift away from current measures of so- 
cial responsibility and performance. The global 
data tells us that one — perhaps the most rational — 
inference is that humanity’s current system of eco- 
nomic and financial organisation is, in all proba- 
bility, unsustainable. Until corporate reporting 
reflects this we are misleading ourselves and fail- 
ing to address the matters of direct concern. 

This issue is explored in the next section of this 


paper. 


3. Sustainability reporting 
‘Our analysis reveals that most companies fail to 
give any real insight into what they are reporting 
on and why they are doing so’. (SustainAbility, 
2004:4) 


The foregoing provides us with some of the pa- 
rameters of sustainability and this should, in turn, 
provide some of the parameters of what is meant 
when one is talking about ‘sustainability report- 
ing’. That is, one might think that when discussing 
‘reporting on and about sustainability’, one might 
expect some detectable link between what is nor- 
mally meant by sustainability and what the report- 
ing addressed. As far as I can assess, this is not the 
case with sustainability reporting. To support — and 
to try and re-create — this inference I want first to 
examine developments in reporting practice before 
seeking to uncover the way in which language is 
employed to take us from the radical and daunting 
notions of sustainability examined in the previous 
section to the relatively anodyne implications ex- 
pressed in and about that reporting. 

The first hurdle in the path of sensible discussion 
of sustainability reporting is the problem of identi- 
fying clearly the documents and processes of re- 
porting with which we are concerned. To address, 
for example, all stand-alone reporting? (particu- 
larly those from the early 1990s) would be to run 


“1 His rapid rise to fame as the darling of the Promethean, 
optimistic, pro-growth lobby was arrested somewhat by his 
being found guilty of ‘misrepresentation’ by the Danish 
Committee on Scientific Dishonesty. 

22 For more information on the ‘anti-ecological argument 
against sustainability’ see, especially, Bailey (2002) and also 
New Internationalist June 2003:357; Marshal! and Lynas 
(2003) and Fitzroy and Smith (2004). For the material on 
Crichton see a piece by Jamie Wilson in the Guardian 
Thursday September 29 2005. 

23 It is predominantly (although not exclusively) the case 
that substantive non-financial reporting addressed in social, 
environmental and sustainability reporting is undertaken in 
stand-alone reports (see, for example, KPMG, 2002; 2005). 
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the risk of including reports which have no inten- 
tion of addressing sustainability — in any of its 
guises. By contrast, to consider only those reports 
which explicitly call themselves ‘Sustainability’ or 
‘Sustainable Development’ reports is to restrict 
discussion to only about 14% of the reports pro- 
duced in recent years, (ACCA/Corporate Register, 
2004). Despite this, as SustainAbility, (2002) 
notes, there is a general convergence in stand- 
alone reporting in which organisations are increas- 
ingly seeking to address social, environmental, 
economic and sustainability issues within the same 
report. Consequently there is a growing tendency 
to employ generic terms for stand-alone reporting 
and to assume broadly similar (if implicit) aims in 
that reporting. The practical consequence of this is 
that in 1999, KPMG used the term ‘Environmental 
Reporting’ as the generic term for standalone re- 
porting, in 2002 this had changed te 
‘Sustainability Reporting’ and by 2005 this had 
been adapted yet again to ‘Corporate 
Responsibility Reporting’ (KPMG, 1999; 2002; 
2005).24 ACCA/Corporate Register (2004) identi- 
fies eight different titles for stand-alone reports 
and Erusalimsky et al. (forthcoming) identifies 15 
different titles for a smaller sample of reports sub- 
mitted to the UK ACCA Reporting Awards.” 

If nomenclature can be (somewhat heroically) 
dismissed (as the key business commentators on 
this area tend to), there are fairly clear broad pat- 
terns to be seen. KPMG (2005) reports that 52% of 
the Global Fortune 250 produced a voluntary 
standalone report in 2004 (up from 45% in the 
2002 survey). The trend towards more widespread 
reporting, at least among the bigger companies, 
may stutter occasionally (SustainAbility, 2002), 
but has continued steadily upwards since its incep- 
tion in the early 1990s. Similarly, the quality of 
that reporting has also, we are to believe, risen 
steadily — at least for those leading edge reports 
(SustainAbility, 2004: 20) — while the focus in the 
reports has evolved from pure environmental re- 
porting, through forms of selective social respon- 
sibility reporting into an increasing recognition of 
triple bottom line (TBL) reporting. 

The drivers for this steady advancement are not 
always evident.” Indeed, both surveys and field 
work have identified a range of possible reasons 
offered for both undertaking reporting in the first 
place and continuing with the practice, (see, for 
example, Bebbington and Gray, 1995; Buhr, 1998; 
2002; Gray et al., 1995; Gray et al., 1998; De 
Villiers, 1999; Solomon and Lewis, 2002; Miles et 
al., 2002; Adams, 2002; Larrinaga-Gonzalez et al., 
2001; Larrinaga-Gonzalez and Bebbington, 2001; 
Mathews and Reynolds, 2001; Elad, 2001; 
Rahaman et al., 2004; and KPMG, 2005). These 
reasons have been as diverse as: the growing in- 
fluence of mandatory reporting; concerns over le- 
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gitimacy; competition; risk management; markets; 
innovation; morale; mistake; and concerns over 
reputation. But what seems increasingly clear is 
that there seems to be every reason to believe that 
business-case reasons increasingly dominate the 
motivations to report — but that those motivations 
are proving insufficient to bring about substantive 
and reliable reporting from companies globally.” 
We have already seen that less than 60% of the 
world’s very largest companies produce a stand- 
alone report and, extrapolated across all MNCs, 
the proportion is much closer to 4%, 
(ACCA/Corporate Register, 2004). Equally, the re- 
port considered to be the best ‘sustainability re- 
port’ in the world by the 2004 SustainAbility/ 
UNEP survey, ‘scores’ only 71%.? While that re- 
port (from the Cooperative Financial Services) is 
considerably in advance of most other stand-alone 
reports it is still some way off meeting even the 
SustainAbility/UNEP criteria of reporting on sus- 
tainability.2° Indeed, principal commentators on 
the reporting trends?! are forced to recognise the 
relatively unimpressive achievements of current 
practice.*? 


“The number of companies reporting is insignif- 
icant when compared with the total number of 
businesses operating in the world today. .... 
Organisations’ general understanding of the na- 


24 There may well be worthwhile research to be undertaken 
into this use of language. In this sense, see Markus Milne’s 
current work, for example Milne et al. (forthcoming); 
Tregidga and Milne (forthcoming). 

25 And the title of the report was not a particularly reliable 
indicator as to which section of the Reporting Awards — social, 
environmental or sustainability — the document had been sub- 
mitted. 

26 Other papers which examine stand-alone reports include 
Kolk (2003); Lober et al., (1997); and Marshall and Brown 
(2003). 

27 Complex reasons are also reparted more widely for com- 
panies undertaking social responsibility. See, for example, 
PricewaterhouseCoopers 2002 Sustainability Survey Report 
reported in Fortune (26 May 2003) and ‘Where will it lead? 
2003 MBA student attitudes about business and society’ from 
the Aspen Institute, Business and Society Program — both re- 
ported in Carroll and Buchholtz (2006:45). 

28 1 would acknowledge the as yet unpublished PhD work of 
Crawford Spence here. 

29 I will try and demonstrate shortly that the criteria by 
which the 71% is judged is some significant way from being 
criteria of sustainability. 

3° Just to ensure that the old chestnut about the ‘novelty’ of 
reporting and lack of clarity over hew it might be done is not 
wheeled out, please recall that stand-alone reports have been 
in widespread currency for 15 years and social and environ- 
mental reporting has been practiced for well over 40 years. 

3! These are not organisations given to harsh criticism. They 
are more likely to associated with bullish enthusiasm and 
recognition of the (undoubtedly) impressive leading edge of 
practice provided by voluntary initiatives. 

32 The environmentalist, the journal of the Institute of 
Environmental Management and Assessment, reported two re- 
views of current reporting practice under the heading ‘Woeful 
environmental reporting’, June 2003:3. 
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ture of sustainable development is not well com- 
municated by many of those reporting. Many re- 
ports fail to address the biggest sustainability 
issues...” (ACCA/Corporate Register, 2004:13, 
15) 


However, the concern we should exhibit over 
stand-alone ‘sustainability’ reports extends even 
beyond this anxiety about either volume or the 
failure to meet SustainAbility/UNEP standards. 
Thus Paul Monaghan, Head of Sustainable 
Development of Co-op Financial Services says: 


‘,.. the vast majority of this “reporting” is little 
more than a selective presentation of highlights. 
It is a rare business that presents a balanced 
warts-and-all analysis; and it is rarer still to 
find one that is actually responsive to shortfalls 
in social or environmental performance.’ 
(Greenpeace Business, May 2005:4) 


It is probably the case that precise, reliable state- 
ments of organisational sustainability are oxy- 
morons. Sustainability is a planetary, perhaps 
regional, certainly spatial concept and its applica- 
tion at the organisational level is difficult at best, 
(Gray and Milne, 2002; 2004). It may be, howev- 
er, that workable approximations of un-sustain- 
ability can be developed (see, for example, Gray, 
1992; Gray and Bebbington, 2000; forthcoming; 
Baxter et al., 2004; Howes, 2004). One such (prob- 
ably fairly distant)? approximation is that of the 
Triple Bottom Line (TBL) as developed by John 
Elkington (Elkington, 1997). 

TBL suggests that an organisation needs to seek 
the highest standards of performance along — and 
then report upon — the three dimensions of the eco- 
nomic, the social and the environmental. Two of 
the principle problems with the notion are that 
there is no obvious means to balance performance 
on one dimension against another and, equally 
there is no basis on which to judge what levels of 
social and environmental performance are accept- 
able and, ultimately, sustainable. The advantage of 
the notion of TBL is that the idea is simple and, 
without doubt, quality reporting on the TBL is pos- 
sible.** Unfortunately, as far as anybody can tell, 
no complete TBL reporting takes place.*> To be 
somewhat heavy-handed about it: as few organisa- 
tions produce a plausible TBL report and TBL is, 
itself, not a particularly good approximation of 
sustainability, then it is plausible to conclude that 
few if any organisations could claim to report on 
sustainability. 

The situation is a little less optimistic than this, 
however. The dominant guidelines to “best prac- 
tice’ in reporting are the Global Reporting 
Initiative (GRI) Guidelines3° These guidelines 
have been unusually influential and have acquired 
the patina of the global ‘gold standard’ in reporting 
circles. The guidelines are based explicitly on the 
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notion of TBL (there are economic, social and en- 
vironmental indicators as part of the intended re- 
porting package) but it is also, equally clearly, an 
approximation of the TBL — a ‘work in progress’ if 
you will — that has some form of TBL guideline as 
its ultimate goal. Consequently, an organisation re- 
porting against GRI will, at best, be producing an 
approximation of TBL reporting. In January 2006 
the GRI website reported that it had 768 organisa- 
tions ‘using’ the GRI guidelines and, of these, 149 
were reporting ‘in accordance’ with the guidelines. 
That is, 149 companies could claim that their re- 
porting was approximately to the level demanded 
by the guidelines. 

Again, at the risk of heavy-handedness: in 
January 2006, 149 companies in the world had 
succeeded in reaching a level at which they were 
producing stand-alone reports, which accorded 
with an approximation of a TBL report which is, 
itself, a distant approximation of a sustainability 
report. So, unless there are companies which are 
reporting and not engaging with GRI or the ACCA 
reporting awards and are being missed by 
SustainAbility/UNEP and Corporate Register etc, 
there are, in all likelihood, no companies reporting 
on sustainability. 

So what is a ‘sustainability’ report? How can an 


33 It is not entirely clear just how good or bad an approxi- 
mation of sustainability TBL might be, and views on this ap- 
pear to vary. As outlined by Elkington and as considered 
further in this paper, the TBL appears to be a necessary but 
certainly not sufficient condition for assessing whether or not 
an organisation meets the exigencies of sustainability. That is, 
a visible and reliable estimate of the social and environmental 
benefits and costs incurred by society in the production of the 
(predominantly) economic benefit would allow assessment of 
the extent to which the undoubted economic increases were 
purchased at the cost of society and the environment. The no- 
tion would not be an approximation in that sustainability ts not 
an organisational concept as we have seen and TBL includes 
no notion of carrying capacity, limits and preferences (Gray 
and Milne, 2002, 2004). 

34 Whilst there are attempts at ‘accounting for sustainabili- 
ty’ most notably in the work of Jan Bebbington (CSEAR, St 
Andrews University) and David Bent and Rupert Howes 
(Forum for the Future), these are partial and still developing — 
and a great deal more complex than TBL reporting. (See, Gray 
and Bebbington, 2001, ch. 14, for an introduction). In the 
meantime, there are pretty clear standards for what TBL re- 
porting might look like. In essence the environmental report- 
ing would be based on reporting a mass-balance (See Savage 
and Jasch, 2005) and an ecological footprint while the social 
performance would be reported around a full stakeholder map 
with detailed reporting of different sorts of information within 
each of the identified relationships. (See Gray et al., 1997 and 
Gray, 2000 for more detail on this.) 

35 The very best reports over the years from, inter alia, the 
Cooperative Bank, Traidcraft Exchange, Traidcraft plc, FRC, 
Best Foot Forward, Statoil and possibly Novo Nordisk have 
exhibited elements of the ideal TBL report but none have 
shown all aspects — especially both the social and the environ- 
mental — and none have both continued the high level of re- 
porting and/or developed towards the ideal. 

36 www.globalreporting.org 
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organisation report on ‘sustainability’ without, ap- 
parently, addressing sustainability? How can the 
business world give the impression that, not only 
is sustainability safe in the hands of business but 
that most organisations have sustainability com- 
fortably and competently in hand? (see especially 
Oberndorfer, 2004; Willums, 1998; Mayhew, 
1997; Beder, 1997). 

Sustainable development is, as we have already 
seen, usually defined as development which: 
‘.. meets the needs of the present without compro- 
mising the ability of future generations to meet 
their own needs’ (United Nations WCED, 1987:8). 
As such it is a profoundly disturbing notion and 
one which, as we have already seen, is probably 
under considerable threat. But, via a series of su- 
perficial but subtle twists and turns, sustainability 
becomes, in one of the most sophisticated defini- 
tions from one of the more knowledgeable and ex- 
perienced of companies: 


‘... the capacity to endure as a group, by renew- 
ing assets, creating and delivering better prod- 
ucts and service that meet the evolving needs of 
society, delivering returns to our shareholders, 
attracting successive generations of employees, 
contributing to a flourishing environment and re- 
taining the trust and support of our customers 


37 In the interests of balance it should be noted that at the 
time of writing BP was, in the UK and US, running a major ad- 
vertising campaign to raise awareness about carbon foot-print- 
ing and thus leading the edge of what is “best business 
practice’. 

38 It is perhaps necessary to explain why these statements 
deserve to attract the highest level of caution and, perhaps, de- 
rision. In the first quotation, “companies implementing sus- 
tainability principles’ is nonsense. First, there is no 
explanation of what ‘sustainability principles’ might be — to 
most sensible commentators sustainability would imply steady 
state, possibly reducing footprints and redistribution of social 
justice away from the wealthy — all of which are principles that 
would cripple most listed companies. They have not been ap- 
plied to any company in which Dow Jones would have an in- 
terest. ‘Sustainability’ might well become a ‘catalyst for 
enlightened and disciplined management’ but there is ab- 
solutely no way in which anybody can know this at the mo- 
ment. This is an unsupported assertion. The second statement 
is ludicrous — corporate sustainability has not been around 
long, has not been applied in companies and is entirely and ut- 
terly unattractive to shareholders because it might mean a ces- 
sation of dividends. Outrageous, assertive and dangerous, 
unless, that is, “sustainability’ is taken to mean something en- 
tirely different from sustainable development — e.g. ‘until the 
CEO moves on and/or the next merger’ perhaps? 

39 From time to time companies do make public statements 
about the probable impossibility of sustainability being 
achieved within a modern quoted company. These are very 
valuable statements. Interface, the carpet company, is the 
highest profile such company of recent years. 

40 Previous work suggests that businesses largely take the 
lead provided by company representative bodies in this area 
(see, for example, Gray and Bebbington, 2000). The lead here 
tends to be given by WBCSD, ICC, CBI etc. See also, for ex- 
ample, Milne et al. (forthcoming); Tregidga and Milne (forth- 
coming). 
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and the communities in which we operate’. 
(Making the right choices: BP Sustainability 
Report 2004, inside front cover) 


Thus does the concept of sustainability involve 
no apparent conflicts; it consists almost entirely of 
the company doing nothing particular about the 
planet or society beyond what might be thought of 
as best business practice.*” Phrases such as these 
succeed in switching our concern away from a 
business operating within the parameters of a sus- 
tained environment to the sustaining of the busi- 
ness assuming that the planet and society are 
sound (see also Milne et al. (forthcoming); Tregidga 
and Milne (forthcoming). How the aspired-to 
utopia of a supportive environment might be 
reached in the face of a dying planet and increas- 
ing social injustice is not only not addressed but is 
actually linguistically excluded by the carefully 
chosen definition. It seems. from casual observa- 
tion, that there is a significantly increased curren- 
cy of such self-delusional statements in and around 
business and western politics. Such statements are 
dangerous because they then allow the publication 
— and acceptance — of such arrant nonsense’? as: 


‘The performance of companies implementing 
sustainability principles is superior because sus- 
tainability is a catalyst for enlightened and disci- 
plined management...’ 


and 


‘The concept of corporate sustainability has long 
been very attractive to investors because of its 
aim to increase long term shareholder value....’ 
(Dow Jones Sustainabitity Group Indexes 
Report Quarterly, 3/9) 


And comments such as these become the norm, 
the accepted, when what should be happening is 
that more organisations should be starting to think 
like this:*? 


‘... few [businesses], including Marks & 
Spencer, have fully appreciated the complexities 
and challenges of sustainable development. For 
example, how do we balance the environmental 
impact of the global transport of products with 
the potential benefits of trading with the devel- 
oping world?’ (Mike Barry, Sustainable 
Development Manager, Marks & Spencer in 
Greenpeace Business, May 2005:4) 


On the face of it, it would appear as though busi- 
nesses,*° rather than seeking to understand and ad- 
dress the crucial but profound challenge of 
connecting up the global data examined above 
with the tangible operations of their organisation, 
have chosen to ignore the dislocation altogether 
and would appear to assume that good business 
performance, reasonable levels of corporate citi- 
zenship (whatever that may mean) and a selective 
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and intermittent approach to accountability will, 
uncontentiously, deliver the elusive highlands of 
sustainability! In the most basic terms — and bear- 
ing in mind the data and caveats offered in this 
paper — such a position could only be acceptable if 
(a) the data we have offered ts utterly spurious and 
the planet and society are in the very finest of con- 
ditions; (b) the companies expressing this view are 
exhibiting a psychological dislocation that is un- 
able to conceive of anything outside the managea- 
bility of solutions within current business practice 
and/or (c) there is evidence which explains how 
somewhat improved current business practice, in- 
cluding ‘non-sustainability sustainability report- 
ing’, will deliver us on a path of sustainable 
development. Such evidence has eluded my 
search. 

Given that corporations possess, and are run by, 
diverse characters, any ultimate explanation may 
well be a combination of these plus further expla- 
nations yet to be uncovered. But, on the available 
evidence, it looks as if the second may be a signif- 
icant element. That is, in addition to a psychologi- 
cal difficulty in perceiving of business as capable 
of delivering anything other than ‘goods’ (as op- 
posed to “bads’), business thinking has instinctive- 
ly subverted the complexities of sustainability into 
the simplicities of business concepts — the most 
important of which is risk:*? 


*,..the different language and concepts used by 
professionals in ... sustainable development..., 
one specific way where this language gap can be 
bridged is to view this as an area of risk man- 
agement for the purposes of companies and in- 
vestors’. (George Dallas, managing director, 
Standard and Poor’s, in SustainAbility/UNEP 
(2004:3) 


In order to add a little depth to these speculations 
and explorations, it seemed sensible to spend a lit- 
tle time examining current ‘sustainability’ reports, 
especially in order to see if this a priori reasoning 
was sufficient for our present purposes and/or to 
see if the language and material in the reports 
(those which might or might not ‘improve corpo- 
rate behaviour’) offered a counter-view and more 
depth to the business case scenarios we have been 
witnessing here. 

A pilot study of 37 of the submissions to the 
ACCA UK 2004 Reporting Awards Scheme® was 
undertaken with the intention of determining 
whether companies were seeking to bridge this ap- 
parent gap between the global data and corporate 
rationality and, if so, how. Without any attempt to 
make claims for generality, of the 37 reports 
analysed, 27 were from quoted companies and 10 
from non-quoted or non-company organisations. 
23 reports related to companies in the UK 
FTSE4Good index. While only one organisation 
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provided an ecological footprint/eco-balance, no 
organisation provided any other means to assess 
total resource use and/or total environmental im- 
pact. Of the 37, 25 made no mention of social jus- 
tice and 28 provided no stakeholder map. All but 
two mention social responsibility; all but two men- 
tioned carbon issues and all but nine gave some at- 
tention to bio-diversity. This adds some weight to 
the suggestion that, while a few organisational re- 
ports may come close to sustainable development 
on one or two aspects, no company comes close to 
reporting on its sustainability. 

The use of language and how ‘sustainability’ in 
its different guises has been entirely transported 
from a planetary concept to one relating to busi- 
ness~as-usual-for-the-immediately-foreseeable-fu- 
ture is frequently evident. British Airways (Social 
and Environmental Report 2003:1) talks easily 
about ‘sustainable financial success’; “sustainable 
expansion’ and ‘sustainable business success’. 
National Grid Transco (Operating Responsibly, 
2004:1) takes the combination of buzz-words to a 
new level: 


*,,.. a responsible business is one which recog- 
nises that only profits generated with a clear 
sense of responsibility are truly sustainable’ 


United Utilities (Making Life Better: Our 
Approach to Sustainable Development, 2004, pgs 
1-3) rehearses a typical and unexceptionable defi- 
nition of sustainability but then goes on to say: 


‘By working sustainably, we can increase finan- 
cial capital created from ...[various natural and 
social] resources, and maintain a stable economy. 
For our company, sustainable development offers 


41 One is minded of ostriches and heads as well as of fables 
of a king’s marvellous fine clothes — see, for example, Gray 
(2002). 

42 Again just to make the point, starvation in Rwanda, 
drought in Malawi, species extinction in Brazil and ozone- 
layer thinning in Antarctica are major risks to the planet — and 
especially to those who are dying of hunger, thirst, cancer or 
facing extinction. However, they are matters of sublime indif- 
ference to most well-managed companies and are therefore 
not ‘risks’ to be managed. The need to be constantly aware of 
the differences in perception and levels of resolution is tiring 
but essential. 

43 The need for a pilot study arose because, to my knowl- 
edge at least, formal studies of the overall contents of stand 
alone reports were still relatively scarce, (see also Bebbington 
and Larrinaga, 2005; Milne et al., 2003). There are, as yet, no 
agreed ways in which to digest stand-alones in order to permit 
systematic analysis of them — unlike the formal systems of 
content analysis derived for social and environmental report- 
ing in annual reports, (see, for example, Gray et al., 1995b). 
The number, 37, is arbitrary and a result of time and availabil- 
ity. The selection from the UK ACCA Reporting Awards 
Scheme suggests that this set represents a plausible set of ‘best 
practice’ in reporting. For more detail see Erusalimsky et al. 
(forthcoming). The exploration was as much about seeking 
ways to develop systematic interrogation techniques for stand- 
alones as it was about providing data for this project. 
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opportunities ... Using resources efficiently re- 
duces costs. ... Sustainable development aims to 
improve the quality of life for everyone. ...’ 


One will find other such merging of apparently 
contradictory ideas within the same concepts and, 
as with the KPMG survey title, an increasing ten- 
dency to merge sustainability within corporate 
(probably not social) responsibility which in turn 
would seem to be increasingly represented as a 
variant on maximising shareholder wealth (see, 
or example, Liberty International Corporate 
Social Responsibility Report 2004:16; Scottish 
Power Environment and Social Impact Report 
2003/04:3). Few seemed willing (or able perhaps) 
to recognise and mention any possibility of 
conflict, complexity or challenge embodies in the 
concept.“ 

Furthermore, assurance appears to make no sub- 
stantive difference to the extent to which one 
might rely upon the reports (Ball et al., 2000; 
Owen et al., 2000, 2001). Despite arguments such 
as ICAEW (2004:89), until the assurance/audit 
process is willing to compare what is reported 
against what is claimed for the reporting (as has 
been attempted by CSR Network on occasions), 
the,conclusions of (at best) an absence of value- 
added from the assurance process must stand. 

Consequently, the principal source of informa- 
tion through which assessment could be made 
about organisational social and environmental per- 
formance is denied us. Whether those organisa- 
tions producing sustainability or related reports 
are, in fact, acting in more virtuous ways, although 
broadly plausible as a hypothesis, is not a question 
which can be answered from the reports of the or- 


44 One rare example we spotted was that of Pittards 
Environmental Report 2004:16. 

4 At this point, the vast majority of evidence relating to 
each of these relationships is drawn from either disclosure in 
annual reports or other forms of disclosure produced by the 
company (e.g. US 10Ks) or disclosure made available by, for 
example, the Council on Economic Priorities or through the 
Toxic Release Inventory (TRI). Research interest in the rela- 
tionships that stand-alone reports (including ‘sustainability’ 
reports) might hold with social and economic performance is 
still relatively scarce, but, a priori, it seems likely that evi- 
dence drawn from non-stand-alone sources will have potential 
import for our intention to speculate about stand-alone reports. 
There is no direct evidence of which I am aware, but there is 
circumstantial evidence of a relationship between the produc- 
tion of stand alone reports and financial performance: work 
undertaken for this paper seems to suggest that membership of 
the FTSE4Good is more likely to be associated with produc- 
tion of a stand-alone report and better than average financial 
performance, (this has yet to be formally tested); the WBCSD 
claims, in a far from modest or cautious sense, that 
‘Sustainability pays off’ (Oberndorfer, 2004) and the Dow 
Jones Sustainability Index list top performing companies that 
are, you might infer from the title, ‘sustainable’. 

46 For fuller reviews see, for example, Pava and Krausz 
(1996); Edwards (1998); Richardson et al., (1999); Orlitsky et 
al., (2003); and Murray et al. (2006). 
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ganisations. The less plausible hypothesis — that 
reporting organisations are behaving in less unsus- 
tainable ways — is equally untestable from the 
companies’ data. 

Thus, we can conclude that there is little or no 
sustainability reporting — despite attempts to con- 
vince us otherwise. But in the interests of com- 
pleteness, if for no other reason, what, if anything, 
can we learn from this non-sustainability report- 
ing? Does such reporting, even if it is unrelated di- 
rectly to sustainability, improve corporate 
performance? That is the question addressed in the 
next section of the paper. 


4. Financial markets, social reporting and 


performance 
‘It pays to be good but not too good’ (Mintzberg, 
1983:10). 


Interest in the basic relationships between social 
and environmental disclosure, social and environ- 
mental performance and economic performance 
has been considerable for at least 30 years.“ 
Among the first — and certainly among the more 
influential — studies to attempt to analyse, codify 
and draw conclusions from this burgeoning litera- 
ture is Ullmann (1985). Ullman’s conclusions, 
which have stood until fairly recently, are that re- 
search concerning the strength, direction and na- 
ture of each of the relationships is largely 
inconclusive. He cites: lack of formal theorising; 
poor and inconsistent definition of key terms; and 
inadequacies in the databases employed as 
amongst the key reasons for this inconclusive- 
ness. While it is probably reasonable to suggest 
that theorising has improved a little, the wide 
range of relatively heterogeneous proxies em- 
ployed to measure social/environmental perform- 
ance; the different measures of what constitutes 
disclosure; and classic problems of which meas- 
ure of financial performance to employ; all com- 
bine to obscure whatever relationship might be 
sought. As Wagner (2001), for example, argues, it 
remains difficult to be certain whether scholars 
are searching for non-existent relationships or 
whether it is the uncertainties and inconsistencies 
of method that are obscuring the relationships that 
are being sought. 

This section of the paper will provide an 
overview of the findings from the literature con- 
cerning each of the three relationships. Of necessi- 
ty, the review will be far from comprehensive as 
the literature is considerable.*° The review is also 
not assisted by the fact that the literature is, as we 
shall see, frequently confused. It is not just, as we 
have already seen, that there is a variety of forms 
and sources of disclosure and that neither econom- 
ic nor social performance can be measured unique- 
ly. It is often not entirely clear whether we should 
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Figure 4 
Social, environmental, economic performance and disclosure 
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consider any conclusions to be conclusions about 
what is disclosed (i.e. performance) or conclusions 
about the act of disclosure itself. Such added con- 
fusions arise because it is probably the case that 
we should not treat (say) disclosure of a compa- 
ny’s emissions of a particular range of chemicals 
(as per the Toxic Release Inventory, for example) 
as an identical event to the disclosure of a discur- 
sive section in the annual report explaining an 
environmental policy and environmental manage- 
ment system, (as, for example, measured by con- 
tent analysis or a disclosure index).*’ 

Finally, while it is a truism that correlation does 
not, in itself, tell us anything about causality, the 
studies themselves are typically testing causal hy- 
potheses — hypotheses which can, in principle, go 
in either direction, be reflexive and/or be codeter- 
mined by some other (typically unspecified) vari- 
able. That means for each relationship and each 
pair of proxies for those variables in the relation- 
ship, there is a potential range of different func- 
tional relationships being sought. If one collates all 
of these potential differences within the research 
designs, one is faced with a situation in which 
there are few true replications of method ~ even in 
this literature. 

Figure 4 provides a heuristic representation of 
these three relationships. Each of the three subsec- 
tions below examines one of these relationships’? 
and seeks to tease out what evidence we can draw 
from the literature, what that evidence may have to 
say about the development of sustainability report- 
ing and what, if anything, we may learn about in- 
formation inductance from the discussion. 





4.1. Social and environmental disclosure and 
performance 

Before addressing the evidence concerning the 
relationship between social disclosure and social 
performance, attention should be drawn to the very 
notion that there is doubt about the relationship be- 
tween the two in the first place. That is, as finan- 
cial disclosure is a (perhaps the) primary source of 
information about the financial performance of an 
organisation, social disclosure might be thought to 
be a primary source of information about social 
performance. This is not the case. One will not 
gain any reliable picture of social/environmental 
performance from the vast majority of company 
disclosures. 

Examination of the social performance — social 
disclosure relationship tends to be primarily moti- 


47 It is a common concern throughout (mostly the positivis- 
tic branch of) the accounting literature that we, as a communi- 
ty, are reluctant to undertake and publish replication research 
which could possibly help to clarify this matter. 

48 It is worth noting that Al-Tuwaijri et al. (2004) do ad- 
vance the literature by seeking to explore the interaction be- 
tween all three relationships simultaneously. Issues. of 
appropriate proxies still apply but their results will be intro- 
duced as we develop our argument here. 

4° This apparent assertion is widely supported — see, for ex- 
ample, Hammond and Miles (2004). In the first place there 
would be little value in attempts to assess social performance 
by means other than disclosure if social disclosure itself was a 
reasonable proxy for performance. Second, for the statement 
to be untrue all organisations which produce virtually no so- 
cial or environmental information would have to have virtual- 
ly no social or environmental performance. This is clearly 
nonsense — unless that is we make the whole thing a tautology 
in which social and environmental performance is that which 
is reflected in social and environmental disclosure. 
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vated by a concern to see if such social disclosure 
as exists can offer any signal about social per- 
formance where social performance is proxied by 
other available data sets°° The most popular of 
these datasets are: reputational measures (see, for 
example, Bowman and Haire, 1976; Fry and Hock, 
1976; Abbott and Monsen, 1979; Preston, 1978; 
Hughes et al., 2000 ); the Council on Economic 
Priorities (CEP) pollution indices, (see, for exam- 
ple, Ingram and Frazier, 1980; Wiseman, 1982; 
Rockness, 1985; Freedman and Wasley, 1990) and 
TRI (Toxic Release Inventory) data (see, for ex- 
ample, Patten, 2002a). Such studies have been 
broadly inconclusive although Hughes et al. 
(2000) found that poor environmental performers 
are more likely to produce extensive disclosure (a 
conclusion also suggested by Wiseman, 1982, and 
Rockness, 1985) while Patten (2002b) suggests 
that there may be a slight positive relationship be- 
tween disclosure and environmental performance. 
A more systematic examination of the nature of the 
information contained in the datasets and an ex- 
amination of the results obtained for each of the 
datasets may yet yield systematic results. 

It would seem that, on the available evidence at 
least, we are unable to derive any generalisable in- 
ference about the value of social disclosure as a 
signal of social performance! Equally (and of 
more relevance here), it is also the case that, from 
this evidence, we can infer little or nothing about 
any information inductance effect that social dis- 
closure might have.°? 

It is probably not just issues of research design 


50 Tt is worth noting that if corporate self-disclosure of so- 
cial and environmental issues was reliable then tests of corre- 
lation with other measures of social performance might be 
seen as an analogue of the accounting versus market valuation 
studies more familiar in the accounting and finance literature. 

>! These studies are all North American and influenced, at 
least in part, by the availability of data sets. The data sets that 
are available are, I would suspect, only available because there 
is some commercial or legislative will behind their creation 
and, thus, they refer to areas on which corporations might be 
expected to be reasonably sensitive. However, whether we can 
necessarily assume that disclosure is a direct response to such 
sensitivity is far less clear. 

52 Even if we can expect behaviour in relation to an activity 
which is manifested in data to change as result. of the entity 
being required to report that data, there is no reason to expect 
behaviour to be changed when the entity is able to exercise 
complete choice over whether or not it reports that data. 
Broadly speaking, one could assert that organisations volun- 
tarily report that which they wish to report — i.e., that upon 
which their behaviour has already generated ‘good’ data. The 
evidence we need on information inductance would be, for ex- 
ample, the environmental performance of Danish companies 
following the introduction of the Danish Environmental 
Protection Act 1996 which required compulsory ‘green ac- 
counts’, (see, Vedso, 1996; Bebbington, 1999). 

53 This is a finding well worth replication and extension. 

54 For example, a firm might disclose a newly adopted pol- 
icy of ‘fair trade’ and this might attract the attentions of a sub- 
set of ethically-minded investors. 
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that are obscuring any simple explanation of social 
disclosure. Recent research — especially field work 
— is demonstrating that the corporate motivations 
to disclose are complex (Deegan, 2002; Buhr, . 
2002; and see Gray, 2005, for a review) and, so far 
at least, resisting efforts to generalise. There are 
suggestions in the literature that better social/envi- 
ronmental performers are more likely to disclose, 
(see, for example, Al-Tuwaijri et al., 2004) but it is 
not yet clear whether being a better performer en- 
courages disclosure. Patten (2002t) does offer one 
important insight, though — he concludes that the 
making public through government channels of 
data about environmental performance leads di- 
rectly to changes in reporting practice and to an in- 
crease in the quality and reliability of that data.’ 

Thus, although the research is reasonably exten- 
sive, we are forced to conclude that little is really 
known as to whether or not good corporate behav- 
iour prompts self-disclosure and there is nothing in 
the literature to help us state categorically that vol- 
untary disclosure reliably signals or influences so- 
cial and environmental performance. It does seem 
likely however, that enforced substantive disclo- 
sure is highly likely to change behaviour. There is 
certainly nothing here to counter the information 
inductance hypothesis. 


4.2. Social and environmental disclosure and 
financial performance 

It is not entirely obvious that there should be 
some financial implications of social and/or envi- 
ronmental disclosure. The reasons (a) why such 
disclosure might have impacts on financial market 
numbers and (b) why social disclosure might be 
reflected in accounting numbers are likely to be 
slightly different. 

Financial performance as measured by market 
variables may well respond to social disclosure for 
a number of different reasons. First, such disclo- 
sure might be responded to in a positive manner by 
socially responsible investors — or investors oper- 
ating an aspect of ‘ethical investment’ in their 
dealings, (Belkaoui, 1976)°4 Second, convention- 
al market participants might perceive a value-rele- 
vance in a disclosure of (say) environmental 
liabilities or the management of a societal risk. 
Third, through social disclosure a management 
may signal their awareness of and competence in 
dealing with social and envircnmental matters that 
have reputational, risk and/or financial conse- 
quences for the company. In each of these cases, 
market participants would be revising their per- 
ceptions of the management and of the company 
and its corresponding economic value, (see, for ex- 
ample, Simmons and Neu, 1996; Milne and Patten, 
2002). 

Financial performance as measured in account- 
ing numbers could be anticipated ta reflect past 
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management decisions and actions in, for exam- 
ple, reducing liabilities, increasing win-win gains 
through environmental management or (say) in- 
creasing revenues through consumer niche mar- 
keting on social and/or environmental grounds. 
Such changes would have had — or will have — ac- 
tual cash consequences to the firm. 

So, on the basis of this literature the presupposi- 
tion will be that, with the exception of the ‘ethical 
investor’, an interest in social and environmental 
disclosure is unlikely to be driven by concerns 
over (say) accountability or corporate social and 
environmental impacts. The general assumption 
must be that the market generally sees social and 
environmental matters as one of the manifestations 
through which economic success and well-being 
might eventually play. Except in the case of the 
‘ethical investor’, ethics and virtue have little or 
nothing to do with it. 

The research literature sees these as a potential- 
ly reflexive relationships in that (a) trying to un- 
derstand why certain firms might voluntarily 
produce such disclosure, one hypothesis is that the 
wealthier organisations can afford to do it; and (b) 
in trying to understand if social and environmental 
disclosure has value relevance, one hypothesises 
that a firm with social and environmental disclo- 
sure may exhibit better economic performance. 

The full extent, impact and direction of the rela- 
tionship is far from clear (see, for example, Pava 
and Krausz, 1996; Richardson et al., 1999; 
Wagner, 2001; Margolis and Walsh, 2003; Murray 
et al., 2006).>° Part of the reason for this inconclu- 
siveness undoubtedly derives from the (as far as I 
have been able to establish) remarkably few stud- 
ies of market performance and social disclosure, 
(see also Richardson et al., 1999; Murray et al., 
2006). Notably, Belkaoui (1976), Anderson and 
Frankle (1980), and Ingram (1978) all produce 
conflicting arguments and results based on US 
data. One obvious (further) explanation for this is 
that any value-relevance of a social or environ- 
mental disclosure is likely to be swamped, in all 
but exceptional circumstances, by other events and 
disclosures. Recognising this, Murray et al. (2006) 
having replicated the US studies to no clear effect, 
pursued the notion that social disclosure to the 
(non-ethical investing) market is a form of sig- 
nalling — signalling of competent management 
who are identifying and controlling financial and 
reputational risks. Testing such a hypothesis on so- 
cial disclosure data is difficult but the longitudinal 
tests undertaken by Murray et al. provide convinc- 
ing support for an association between financial 


5 See also Jaggi and Freedman (1992); Lorraine et al. 
(2004) for examples of papers in which financial performance 
reactions investigated may have been the result of the act of 
disclosure or the actual amounts disclosed. This distinction is 
not investigated further here. 
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performance and predisposition to disclose. 

Studies of accounting performance and social 
disclosure have tended to form part of a larger lit- 
erature examining corporate characteristics as the 
‘determinants’ of social disclosure, (see, for exam- 
ple, Gray et al., 2001 for a summary). In general, 
studies find social disclosure related to company 
size and industry classification but the relationship 
with profit(ability) is more elusive, (see, for exam- 
ple, Belkaoui and Karpik, 1989; Hackston and 
Milne, 1996; Freedman and Jaggi, 1988; Roberts, 
1992). If there appears to be less inconclusiveness 
obtained with UK data (Gray et al., 2001) it prob- 
ably derives from the longitudinal nature of that 
study which suggests an instability in the relation- 
ship between the two. In essence, it seems unlike- 
ly that disclosure and accounting profit are entirely 
disassociated but the nature of the functional rela- 
tionship between the two (if such exists) continues 
to elude us. 

More progress and clarity seem to have resulted 
from survey and field work. Benjamin and Stanga 
(1977); Chenall and Juchau (1977); Firth (1978, 
1979, 1984) and, more recently, Epstein and 
Freedman (1994) demonstrated that investors’ in- 
terest in social and environmental disclosure was 
significant and certainly greater than is typically 
assumed in the investor literature (Skogsvik, 1998; 
Rivoli, 1995). It is clear that ‘ethical investors’ 
(see Kreander, 2001; Kreander et al, 2002, 2005) 
actively demand social and environmental disclo- 
sure — albeit of a higher standard than is usually 
available (Hammond and Miles, 2004). There is 
also the hypothesis that improved disclosure might 
‘educate’ investors to the social and environmental 
implications of their investment and, thus, better 
disclosure might increase the demand for that dis- 
closure and, consequently, increase its impact on 
investor decisions, (Murray et al., 2006). But, 
taken in the round, the evidence seems to be that 
currently, while investors can recognise and re- 
spond to the economic implications of social dis- 
closure (Belkaoui, 1980; Chan and Milne, 1999; 
Milne and Chan, 1999), the value-relevance of dis- 
closure is often perceived as marginal. More sig- 
nificantly though, it is looking increasingly as 
though social and environmental disclosure is 
being undertaken by organisations with a “business 
case’ for disclosure firmly in mind (Neu, Warsame 
and Pedwell, 1998; Husted, 2000; Orlitzky and 
Benjamin, 2001; Milne and Patten, 2002; Spence 
and Gray, forthcoming). Consequently, whether or 
not researchers are able to identify the effect which 
disclosure has on economic performance, it is in- 
creasingly perceived by management as being part 
of the economic management of the organisation. 

Consequently, it may be possible to tentatively 
conclude that whilst non-value-relevant social and 
environmental disclosures will have an impact on 
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‘ethical’ investors, until the volume of such invest- 
ments rises further, this is unlikely to have much 
financial impact in the market. Those disclosures 
which are made by managers, being largely volun- 
tary, look increasingly as though they are signals 
to investors about the competence with which the 
organisation 1s managing reputation and social/en- 
vironmental risk and whose impact on market per- 
formance is bundled up with management’s whole 
suite of market interactions. 

The implications for information inductance? 
These are almost non-existent except that if, as in 
say Germany and Austria, all organisations were 
pressurised via, inter alia, disclosure to adopt en- 
vironmental management systems which encour- 
aged exploitation of all environmental win-win 
Situations (see, for example, Walley and 
Whitehead, 1994; Krut and Gleckman, 1998) this 
might lead to discernible changes in economic per- 
formance which would then reflect in accounting 
numbers. 

Once again, however, this somewhat defeats the 
object by resorting to the tautology that the only 
social and environmental activities that one should 
adopt and disclose are those with value-relevance. 
In which case the interest is not in social and envi- 
ronmental issues at all but economic management 
of which social and environmental behaviour, risk 
and reputation are a part. 


4.3. Social/environmental and financial 
performance 

There seems to be little question that demon- 
strating that economic success and social and en- 
vironmental responsibility are co-determined is 
akin to the search for the holy grail. Such a demon- 
stration is potentially dynamite. If it can be shown 
that by getting rich one does good and by doing 
good one gets rich, ‘having one’s cake and eating 
it? doesn’t come close. It suggests little more than 
modern international financial capitalism, at its 
best, is the ultimate best of all possible worlds, of- 
fering as it does the promise of a limitless range of 
win-win opportunities. However, implausible this 
might seem, there is a growing language of such 
zealous win-win fervour that appears to suggest 
that the hope and faith in international capitalism 
to deliver the holy grail is enough — if we hope for 
such a win-win situation then that is precisely what 
we will experience. Indeed, the natural conclu- 
sion of such reasoning is that there is an increasing 
likelihood that only stupid companies would not 
adopt the very highest standards of social respon- 
sibility and, in all probability, it is poor people who 
are causing all of the planet’s suffering and injus- 
tice (see later). 

Pursuit of an answer to this holy grail has led to 
a considerable volume of research (see, for exam- 
ple, Herremans et al., 1993; Toms, 2002; Tyteca 
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et al., 2002) and, more usefully perhaps, a range of 
reviews of that research. One particularly useful 
review is that by Wagner (2001) — but see also 
Griffin and Mahon, (1997); Edwards, (1998), 
Richardson et al., (1999) and Margolis and Walsh, 
(2003). Two extracts from Wagner’s conclusions 
capture the inconclusiveness — or confusion — that 
has beset this literature: 


‘Although there is ample anecdotal evidence on 
the considerable economic benefits of individual 
firms from environmental performance improve- 
ments ... systematic evidence for larger samples 
of firms across several industries is much more 
inconclusive. ... The variability of the results 
based on different methodological approaches 
raises the question whether the variability en- 
countered ... represents more an artefact of the 
methodology or the research design or more due 
to the intrinsically wide variance in the relation- 
ship between environmental and economic per- 
formance.’ (2001: 44 and 46) 


Wagner concludes that some means to overcome 
this diversity of method may hold out the answer. 
This is precisely what Orlitzky et al. (2003) under- 
take. In probably the most thorough study to date, 
Orlitzky et al. (2003) undertake a meta-analysis of 
52 US studies over 30 years. They find that social 
performance and financial performance are signif- 
icantly positively related. The conclusion as pre- 
sented is persuasive for a number of reasons. Not 
only is the meta-analysis carefully undertaken and 
a major improvement on previous attempts at liter- 
ature reviews of the field, but the authors offer 
plausible explanations that are in line with re- 
search findings elsewhere: namely, that the rela- 
tionship between financial and social performance 
is reflexive (not in a single directicn as is usually 
implicitly assumed) and that there are intervening 
variables, the most likely candidates for which are 
management quality and corporate reputation.*’ 


56 One is minded of Santa Claus, the tooth fairy and wish- 
ing wells. This subtle use of language was considered in the 
preceding section of the paper and I would direct your atten- 
tion to Milne et al. (forthcoming); Tregidga and Milne (forth- 
coming) for more on this subject. To illustrate the point, 
consider the following: ‘All CSR activities are linked to im- 
proving a company’s bottom line.” MHCi MONTHLY FEA- 
TURE (pdf/e-journal) April 2004 (p. 2) and ‘Good 
environmental governance helps to deliver better financial 
performance’ (White and Kiernan, 2004:1) and ‘Sustainability 
pays off’ and ‘Companies favouring the concept of sustain- 
ability outperform the broad market’ (Oberndorfer, 2004: 
cover and p.3). 

>? Reputation for, inter alia, competence, innovation and the 
ability to identify and deal with potential areas of risk. In ad- 
dition, as Porter and van der Linde (1995) sought to suggest, 
not only are there innovation and financial opportunities in the 
new environmental concerns (in their case regulations) but 
that innovation here signals quality management. 
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What is further convincing about Orlitsky et al.’s 
conclusions emerges from their discussion of the 
implications of their research. Towards the end of 
the paper, the authors argue, apparently without 
irony, that their results demonstrate that there is no 
need for regulation of corporations in the field of 
social responsibility as the results demonstrate that 
the market already handles this: 


‘If the statistical relationship between CSP and 
CFP were negative, bottom-line considerations 
might constitute barriers to outcomes desired by 
the public, which in turn would make govern- 
ment intervention, which serves the “public in- 
terest”, a necessity. Yet, with CSP, the case for 
regulation and social control by governments 
(acting on behalf of “society” or “the public”) is 
relatively weak because organizations and their 
shareholders tend to benefit from managers’ pru- 
dent analysis, evaluation and balancing of multi- 
ple constituents’ preferences.’ (Orlitzky et al., 
2003: 424) 


This statement could only be offered as a self- 
evident truth if there were no major sources of 
conflicts between societies, governments and cor- 
porations. This is clearly not true in the broader 
sense (see, for example Bakan, 2004; Beder, 1997; 
Estes, 1996; Greer and Bruno, 1996; Hertz, 2001; 
Kelly, 2001; Klein, 2001; Korton, 1995; 1999; 
Kovel, 2002; Schwartz and Gibb, 1999; Welford, 
1997) and can only be true if we only recognise a 
limited range of social and environmental respon- 
sibilities — indeed, if we only recognise those for 
which an economic return (a win-win) obtains. 
Consequently, we run into a tautology that social- 
ly and environmentally responsible acts are those 
which benefit stakeholders and the company si- 
multaneously. Such acts must, by definition, be 
correlated with economic performance. The only 
surprise is then that it has taken research this long 
to spot what is increasingly recognised as a truism. 
Orlitzky et al., in rather heroically over-reaching 
themselves on their conclusion, expose this impor- 
tant probability. Thus, we begin to see that what 
the corporate world increasingly might mean by 
‘social responsibility’ relates to matters that are, 
when not considered in terms of the economic 
costs and benefits of corporate life, likely to be 
trivial at best. 

Levy and Egan (2003) raise an exceptionally 
persuasive issue in this context. The importance 
and the persuasiveness of the win-win situation in, 
what they call, ‘eco-modernist rhetoric’ 1s that it 1s 
being used to establish a new consensus about so- 
ciety, the environment and corporations. After all, 
as they argue, the win-win scenarios are not de- 
signed to ameliorate the dire ecological situation 
or reverse trends in social justice, although this 
may be how they appear — they are there to justify 
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and bolster corporate and market primacy and au- 
tonomy. 


4.4. Conclusions from social disclosure and 
social and economic performance? 

In a climate where both the potential risks and 
potential benefits arising from the actual and/or 
perceived social and environmental effects of cor- 
porate action are increasing, it naturally follows 
that there are more actions that have a social 
and/or environmental dimension and which, in 
turn, also have actual or potential economic impact 
on the firm. Such impact may be direct but is much 
more likely to be indirect acting through reputa- 
tion, perceived management competence and the 
management and avoidance of risk. Management 
of that impact is an essential part of the running of 
any good organisation and, to the extent that such 
actions can be labelled as ‘socially responsible’ or 
‘environmentally considerate’ then one may as- 
sume that this management will be in the interests 
of the organisation and its shareholders. In all 
probability, this is what Orlitzky et al.’s study 
identifies and clarifies. Social disclosure can act as 
a signal of this awareness by management but, and 
this is where there is still doubt, do shareholders 
always take social disclosure as a positive signal of 
management competence? It seems unlikely that 
shareholders would do this — and it would proba- 
bly be unwise of them to accept such signals — es- 
pecially as some of the signals would be of the 
most trivial kind. So, as Al-Tuwaijri et al. (2004) 
argue, we need to consider these three relation- 
ships simultaneously and, as Orlitzky et al. (2003) 
suggest, consider them through the mitigating lens 
of reputation and risk. 

But these are conclusions which see the world 
entirely through the eyes of management — or eyes 
which see no conflict between society and corpo- 
rations. Accountability and sustainability are, 
however, societal concepts. 

We learn little about the impacts and processes 
of accountability from these studies because there 
are no definitions of accountability of which I am 
aware that permit the accountable organisation to 
disclose only what they want and as and when they 
want to. We do learn, as we would expect, that im- 
posed and monitored accountability increases and 
improves disclosure behaviour (Patten, 2002b). 
We can continue to infer that imposed accounta- 
bility of things which the organisation might 
choose not to disclose voluntarily will also lead to 
changes in actual management behaviour. Most 
significantly of all though, we learn about sustain- 
ability only if sustainability refers to social and en- 
vironmental actions which are in the economic 
interest of the organisation. This is, as we have al- 
ready seen above, an exceptionally implausible as- 
sumption. 


§2 


5. Syntheses, interpretations and 


conclusions 

The trite and obvious answer to the question: 
‘Does sustainability reporting improve corporate 
behaviour?’ is ‘no-one can know — but it is proba- 
ble’. However, in seeking to answer the question a 
number of much more important issues have 
emerged. The first, and easily the most important 
of these, is that the implications of the global data 
now being collated and presented are of such seri- 
ousness that simple attempts to ignore or dismiss it 
are irresponsible at best. While it is not inconceiv- 
able that all this careful and cautious data collec- 
tion is, to some degree at least, misguided, 
mistaken and basically incorrect, it is an act of the 
sheerest folly and hubris to assume it is all mean- 
ingless and has no message for us. The message is 
that ‘unless you can come up with better data, you 
better address the probability that sustainability is 
a diminishingly small possibility for our current 
ways of existence’. 

The case for our current states of un-sustainabil- 
ity is substantial enough to counsel us against the 
simple claims of its achievement that we see in the 
business and political press. More substantially for 
our present purposes, there is a major disconnect 
between the implication of the global data we have 
reviewed and the partial and localised data chosen 
to constitute the social, environmental and sustain- 
ability reporting. Until organisational reporting ad- 
dresses sustainability directly there will be no 
sustainability reporting and civil society will have 
to continue to rely upon bland and partial assur- 
ances from businesses that sustainability is, in- 
deed, safe in their hands. 

To put it more bluntly: if that happiest of con- 
clusions is true and our current systems of eco- 
nomic organisation are indeed driving us 
unerringly down a path of sustainable develop- 
ment, then (a) our companies must have data to 
support such a life-affirming conclusion and (b) 
they should share it with the rest of us. If, on the 
other hand, the global data speaks truthfully and, 
extrapolating, the mass of corporate activity is ac- 
tually highly un-sustainable, then company disclo- 
sure needs to reflect this so that we can discount 


58 This is a mis-quote from J. S. Mill — although the senti- 
ments are faithfully represented here. 
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the empty rhetoric and turn pressure on to govern- 
ments to undertake the radical reconstruction of 
economic organisation that will be an essential 
precursor to a redirection towards sustainability, 
(see especially, Weizsäcker, Lovins and Lovins, 
1997; Porritt, 2005). Companies (and politicians) 
cannot have it both ways. 

Once there is clarity on this matter we can then 
more sensibly address the way in which business 
language has been switching our (and, more un- 
derstandably, its) concern away from how a busi- 
ness might operate in harmony with a sustainable 
environment to the sustaining of the business as- 
suming that the planet and society are sound. If we 
should better understand any business use of the 
word ‘sustainable’ as ‘“business-as-usual-for-the 
immediately-foreseeable-future’ then much of our 
confusion and conflict can be overcome. 

Equally, once we have clarity on the matter of 
organisational sustainability, we may be able to 
pronounce more confidently on whether or not the 
conclusions we have been able to draw from the 
social disclosure and social/econcmic perform- 
ance literature have any bearing whatsoever on our 
more pressing concerns. The evidence as I read it 
suggests there is nothing much to be learnt from 
this literature currently. 

A debate about the real (s opposed to hoped- 
for) exigencies of sustainability will clarify so 
much and then, perhaps we can begin to under- 
stand what form of capitalism (if anv) we can em- 
brace that is commensurate with sustainability, 
(Porritt, 2005). If (as ICAEW, 2004: 9 suggests), 
‘the long-term pursuit of shareholder value is now 
seen as being more closely linked to the preserva- 
tion and enhancement of all types of capital...’, we 
must carefully pursue evidence to support such 
findings and discover how we might make it so. 
The evidence as I read it — and as I have been read- 
ing it for 30 years — is that the only way in which 
we can continue to pursue shareholder value is if 
we continue to destroy the planet or if we redefine 
shareholder value to include something other than 
the making of even more money for people who 
already have too much.** A shareholder value that 
embraced compassion, respect, trust, life, air, 
water, safety, nature, beauty sunshine etc. might be 
quite a nice idea? 

It might be the only one that makes any long- 
term sense at all. 
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Appendix 


Areas for future research arising from the paper 


Strict and controlled replication of the better of the positivistic studies reviewed in the third substantive part 
of the paper might allow us to clarify which variables actually were significant. 


Examining whether the making of information public (Patten, 2002b) does, indeed, increase the incidence 
and quality of voluntary reporting. Denmark would be a good location for such a development. 


Test the hypothesis that companies which are listed in the FTSE4Good index (and, indeed, in other SRI-re- 
lated indices) are more likely to disclose social and environmental data and are more likely to exhibit a high- 
er quality in that disclosure. If the hypothesis holds, explore (through time-series and/or field work) if the 
relationships are single-direction causal or reflexive. 


Investigate the changing use of language using the KPMG survey as a starting point. Consider framing such 
a study with the psychology literature to explore whether those using this altered language understand it or 
whether it is a problem of avoidance of cognitive dissonance. 


Explore the different ways which stand alone reports can be systematically digested for comparative and sta- 
tistical work (i.e. as a companion to the content analysis on, for example, the CSEAR website). Consider how 
different methods of codifying would lead to different types of research, different perceptions and different 
conclusions about stand-alone reporting. 


Explore the limits of corporate discretion ~ most notably for the listed company. It is obvious that there are 
acts of ‘social responsibility’ which the market will approve of. It seems that there are forms of ‘social re- 
sponsibility’, forbearance from which the market will ignore. There are clearly acts of social responsibility 
which will be penalised by the market. How big is the gap between these extremes and how do managers ne- 
gotiate the gap? 


Replicate and extend Gray and Bebbington (2000) to try and understand why we have ended up in a situa- 
tion where the most persuasive and detailed evidence concerning the state of the planet 1s systematically sub- 
verted and ignored. 


Examine whether State regulation of sustainability performance and/or sustainability disclosure is a possi- 
bility. Explore whether it is possible to systematically research the impediments to the implementation of 
sustainability-led regulation and the extent to which corporate action, lobbying and threats are actually a bar- 
rier and/or are perceived to be a barrier to its implementation. What would it take for corporations to allow 
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the State to govern so that companies could concentrate on the economic. 
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Discussion of ‘Does sustainability reporting 
improve corporate behaviour?: Wrong 
question? Right time?’ 


Mark Moody-Stuart* 


My comments were made in a brief response to 
Professor Gray’s full presentation at the ICAEW 
conference, ‘Information for Better Markets’ in 
December 2005. They do not attempt to address 
fully all the points made in Professor Gray’s paper. 
I use adaptations of the slides that Professor Gray 
used to illustrate his keynote lecture at the confer- 
ence. 

Does sustainability reporting improve corporate 
behaviour? The simple answer, however inade- 
quate many corporate sustainability reports may 
be, is ‘yes’. Measurement and reporting leads ei- 
ther to improvement or to criticism. The act of 
preparing a sustainability report (following, for ex- 
ample, the ‘Global Reporting Initiative 
Guidelines’) makes people think about the impact 
of their corporation’s activities. It is, of course, im- 
portant that the report be comprehensive, covering 
all areas of the Guidelines and all material issues; 
but even if this standard is not achieved the result 
is likely to be improvement. 

However, the question that Rob Gray wants to 
answer is: ‘Will corporate sustainability reporting 
lead to global sustainability?’ [ would agree that 
the answer to this is plainly no — no more than the 
efficient and reasonably sustainable generation of 
wealth by corporations will lead to the eradication 
of poverty. 

Another possible question is: ‘Are we and all 
corporations clear on what they are trying to do 
with sustainability reporting?’ — the answer to this 
is, again, probably no. And Rob Gray’s paper 
throws interesting light on this. 

He asserts: ‘Few companies indeed undertake 
anything that they might call “sustainability re- 
porting” °. One might agree with him. The propor- 
tion of reporting companies is relatively small — a 
few hundred in the case of the Global Reporting 
Initiative, which is certainly the most universally 
applied reporting framework. But Gray goes on to 
say: ‘Equally, almost none of the companies which 


*The author is chairman, Anglo American ple. E-mail: 
mmoodystuart @ angloamerican.co.uk 


produce “sustainability reports” actually address 
sustainability.’. I would disagree with this state- 
ment. 

‘What is sustainability? (see Figure 1). To ad- 
dress this question we need definitions. The best 
definition is the 1987 Brundtland definition of sus- 
tainable development as ‘development which 
meets the needs of the present without compro- 
mising the ability of future generations to meet 
their own needs’. This is not static; it acknowl- 
edges that one can replace one kind of capital with 
another. There is almost no human activity that 
does not have some environmental impact. If we 
abandon our cars and walk, we beat footpaths. We 
have a house in rural Sussex, next to the village in 
which my wife, Judy, was brought up. I look out of 
the window from the desk where I work and see in 
one direction the smooth-clipped green grass 
slopes of the South Downs. From the window to 
my left I look over fields with trees and hedges, 
where we see foxes, rabbits and often a barn owl 
hunting. A beautiful natural environment. We be- 
long to two different societies committed to its 
protection. But as I look out of the window, I am 
aware that there is nothing I see that has not been 
affected by human hands. The original state was 
forest, and the Downs need sheep to keep them 
clipped. The wealth from the destruction of the 
original forests, the farming, the early Wealden 
iron ore-mining, the ships built with the timber 
from the forests, created the wealth which built 
those Downland churches, our colleges and uni- 
versities and the political and social systems which 
we know today. These are very far from perfect, 
and many mistakes were made as our society de- 
veloped; but to my mind clear progress compared 
to the forest-covered Weald and Downs of Saxon 
times. This, for all its faults, is sustainable devel- 
opment in the Brundlandt sense. I believe my an- 
cestors met their needs, and certainly have not 
prevented my generation from meeting our needs. 
I bless them and am proud of them, for all their 
faults and mistakes. 

‘World ecologogical footprint’. (see Figure 2). 
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Figure 1 
What is sustainability? 
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If we could shrink the world to a village of 100 people, pro-rata there would be 57 Asians, 21 Europeans, 14 
from the Western hemisphere, north and south, and eight Africans. Eighty would live in sub-standard housing, 
70 would be unable to read, 50 would suffer malnutrition. Six would possess 59% of the world’s wealth and all 
of them would be from the US. Only one would own a computer.” 


Reported in EcoSoundings, Guardian Society, Wednesday February 14 2001, p8 


Sustainability — or more usually sustainable development — is typically defined as development which: ‘meets 
the needs of the present without compromising the ability of future generations to meet tneir own needs’ (United 


Nations WCED, 1987, p8). 


Source: Rob Gray, International ICAEW Information for Better Markets Conference, London, 19-20 December 


2005. 


Figure 2 
World Ecological Footprint 
This is essentially an energy (climate)/population problem 
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Source: adapted from Rob Gray, International ICAEW Information for Better Markets Conference, London 


19-20 December 2005. 


Rob Gray treats us to a catalogue of actual and po- 
tential woes in the field of well-being and biodi- 
versity. I simply do not believe that the people of 
this country actually want to go back to the well- 
being of the 1970s as the chart of the Genuine 
Progress Indicator would suggest for the US. That 
is not to say that there are not significant social and 
other problems that need to be addressed. Nor is it 
to say that there are not also significant global 
challenges which potentially threaten my Sussex 
idyll. There certainly are. Most of them can be 
managed relatively easily by sound governance. 
But a glance at Professor Gray’s chart will show 
that there is one big problem and that is the essen- 
tial problem of energy. Most of the other lines on 





his “Ecological Footprint’ chart are close-to flat 
and therefore relatively easily addressed given 
sound governance. And even the energy challenge 
is really a question of climai, not just energy. 
There is also an issue of population not ad- 
dressed directly on the chart, but this is not and 
will never be addressed directly by corporations — 
although there is some linkage between economic 
development and birth rates (note: not between 
simple wealth and birth rates — for the Saudi birth 
rate remains high). There is also an issue of biodi- 
versity — but this requires reasonable global preser- 
vation of biodiversity to prevent loss of some 
species, not the prevention of the loss of any habi- 
tat or species. The fact that our ancestors eliminat- 
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Figure 3 
Does sustainability reporting approximate 
reporting on sustainability? 


Most (96%+/MNCs) companies do not report 
Best (of the 4%) reporting approximates GRI 


113 companies in accordance with GRI 
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GRI approximated Triple Bottom Line 
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Source: Rob Gray, International ICAEW Information for Better Markets Conference, London, 19-20 December 
2005. 


ed the wolves in the UK has not in any way re- 
duced our generation’s ability to meet our needs. 

There is not a problem with agricultural land nor 
our ability to feed ourselves — given a solution to 
the energy issue. The big one is definitely climate 
— with some population issues. 

‘Does sustainability reporting approximate re- 
porting on sustainability?’ (see Figure 3). Rob is 
right that there is only a small (but rapidly grow- 
ing) proportion of companies reporting compre- 
hensively on sustainability indicators, for example 
in line with the GRI. But small overall impact with 
rapid growth is not an argument against reporting 
— similar figures of current small overall impact 
with rapid growth apply to renewable/sustainable 
energy and, indeed, to any new and disruptive 
process. | 

The statement that Triple Bottom Line reporting 
is not equal to Sustainability is true for closed loop 
environmental sustainability. But sustainability is 
not just the environment — it is a dynamic process 
in which the needs of society are absolutely funda- 
mental, and in a Darwinian sense if it comes to a 
choice — which I do not believe it should — it is not 
surprising that homo sapiens would rate society 
above some elements of the environment. 

‘Integrated system, no one party can address 
alone’ (see Figure 4). For the consumer, business- 
es have to deliver the utility which consumers have 
come to expect, as well as provide choice. For the 
voter, the government has to be careful not to re- 
strict choice unduly, nor impose severe tax bur- 
dens nor prevent people meeting their aspirations 
for convenience and comfort. But that is not to let 
government off the hook. The market on its own 
will not deliver solutions; we need a framework to 
guide it. The market is an unsurpassed mechanism 
for allocating resources to deliver goods and serv- 





ices. Through the market, technologies compete 
and are optimised or discarded, which opens the 
field for creativity in competing businesses and for 
consumer choice. I strongly believe in the power 
and value of markets. But like most things, mar- 
kets have limitations. Markets will not on their 
own deliver products which are of no immediate 
benefit to the individual consumer making his or 
her choice, even though they may be beneficial to 
consumers collectively - in other words, society. 
Markets without regulation would not have deliv- 
ered unleaded gasoline, autocatalysts or seatbelts 
and airbags, nor would they in isolation have de- 
livered clean air to London after the killing smogs 
of the 1950s. The Montreal protocol phased out the 
fluorocarbons which were damaging the ozone 
layer, delivering the only global atmospheric suc- 
cess to date. All these benefits needed regulation to 
channel the power of the market. 

Consider the benefit of a regulatory framework 
mandating steadily increasing vehicle efficiency. . 
Competition to meet consumer preferences for 
power or space would still take place within the ef- 
ficiency mandate, but there would be a non-fiscal 
commercial premium on efficiency which would 
benefit all. 

‘Corporations are an important part of the sys- 
tem ...’ (see Figure 5). Measuring changes in indi- 
vidual corporate performance is important, but it is 
the total system we need to work on: 


e Individual consumers (and companies) are un- 
likely to constrain their individual choice purely 
in the interest of the common good. 


e This leads to the ‘Bill Ford dilemma’, whereby 
he acknowledged the need to build more fuel ef- 
ficient vehicles but Ford’s most profitable and 
growing line to meet the choice of consumers 
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Figure 4 
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We are working in an integrated system, 
no one party can address issues alone 
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Figure 5 


Corporations are an important part of the system, but ... 


e Measuring changes in individual corporate performance is important, but it is the total system we need to 
work on. Individual consumers (or companies) are unlikely to constrain their individual choice purely in the 


interest of the common good 


This leads to the “Bill Ford dilemma’ on SUVs versus energy efficient vehicles 


Consumers (voters) will accept overall constraint (regulation) as long as utility is delivered. 


Within a regulatory framework, the market is the best optimiser 


One does not deduce the ‘sustainability’ of a system by adding up corporate sustainability indicators — how- 
ever good But sound reporting builds trust with other actors, influences consumer choice, and highlights 


ways in which progress can be made. 


was large and very resource inefficient four- 
wheel-drive vehicles or Sports Utility Vehicles 
(SUVs). 


Consumers (voters) will accept overall con- 
straint (regulation) as long as utility is delivered. 


Within a regulatory framework, the market is the 
best optimiser. 


e One does not deduce the ‘sustainability’ of a sys- 
tem by adding up corporate sustainability indi- 
cators — however good. 


Sound reporting builds trust with other actors, 
influences consumer choice, and highlights 
ways in which progress can be made. 





‘So what is ‘sustainability reporting’ if it is not 
about sustainability?’ (see Figure 6). While I agree 
with Rob’s contention that sustainability reporting 
on its own will not resolve or address the sustain- 
ability of the planet as a whole, it is not true to say 
that it has nothing to do with sustainability in the 
Brundtland sense. It allows one to assess the im- 
pact a company has on the environment and on so- 
ciety — as well as its economic performance. While 
this is certainly related to the risks to which a com- 
pany is exposed, and impacts its long-term com- 
mercial viability, that is not the only benefit from 
reporting. To say it has no discernible link is only 
true if you define sustainability only in terms of a 
direct link to total planet sustainability in the envi- 
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Figure 6 
So what is ‘sustainability reporting’ about if it is not about sustainability? 


Thus ‘sustainability’ 1s about 


¢ The foreseeable future of the business and 
¢ Nothing to do with the state of planet 
e Which is excluded from conception. 
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‘Sustainability reporting’ conveys an impression of connectivity with sustainability while having no discernible 


link with it. 


Soue: Rob Gray, International ICAEW Information for Better Markets Conference, London, 19-20 December 


2005. 


Figure 7 
Conclusions? 1 


e The sustainability of the planet is threatened: 


e The quality and range of this data cannot be ignored 


¢ Un-sustainability arises from 


¢ Population and economic activity ~ negative correlation? 
e Substantial proportion of which derives from astonishing success of modern company in capitalism in 


meeting needs of consumers. 


« Companies and representative bodies claim that modern corporate activity is 


e at best sustainable (J know of none that do) or 


e at worst contributing towards a path of sustainable development. 


Source: adapted from Rob Gray, International ICAEW Information for Better Markets Conference, London, 


19-20 December 2005. 


Figure 8 
Conclusions? 2 


e There is no evidence of which I am aware that supports this so... 


e Either companies need to demonstrate that their claims about sustainability and wider social responsibility 


are substantiated 


e through substantial and complete sustainability reporting; 


+ Or companies must stop suggesting/claiming to be sustainable/on a journey to sustainability/contributing 


towards sustainable development, etc 


e Because they are not. 


Source: Rob Gray, International ICAEW Information for Better Markets Conference, London 19-20 December 


2005. 


ronmental sense. 

In Figure 7 I have added some comments in ital- 
ics to this slide of Rob Gray. There is probably a 
negative correlation between economic develop- 
ment and population growth, so we cannot simply 
state that unsustainability arises from economic 
activity — important as population growth is on of 
the threats to planetary sustainability. And we 
should not forget that the ‘astonishing success’ of 
the modern capitalist corporation comes from its 


efficiency in meeting the needs of consumers — 





who after all are components of ‘society’. This is 
not some independent abstract entirely self-serv- 
ing activity. 

I would argue that reporting does make a contri- 
bution to the ‘path to sustainable development’. If 
reporting was more complete, and in particular if it 
spread from companies to governments, as it is 
doing, it will have a major impact. 

In Figure 8, the first bullet point is correct, the 
second one not so. As I said, reporting is a contri- 
bution on the path towards sustainability. 
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Figure 9 
Conclusions? 3 
Don’t panic! 

e But take it seriously 


* Information is needed for markets 
¢ But also for corporations, civil society + governments. 


This has to be addressed in an integrated way, NOT by companies alone 


_® Only substantive reporting will clarify this 


e In the vacuum left by the OFR 
¢ ICAEW call for substantive reporting on sustainzbility 
¢ Dismiss empty claims about market forces/address regulation 
e Avoid OFR-lite l 
¢ Help us support the debate by proper data. 


Source: adapted from Rob Gray, International ICAEW Information for Better Markets Conference, London, 
19-20 December, 2005. 





Happily, I find myself in agreement with Rob’s claim for the market, and to thoughtfully encour- 
final slide (Figure 9). I would only add that com- age the right sort of regulatory framework, without 
plete reporting requires local and national govern- which we will not make sufficiently rapid progress 
ments to report — they could learn something from on, for example, transportation. 
leading company sustainability reports. Second, I I should like to thank Rob for a stimulating and 
agree absolutely with the need for us not to over thought-provoking paper. I enjoyed it. 


Accounting and Business Research, International Accounting Policy Forum. pp. 95-105, 2006 95 


How can business reporting be improved? 


A research perspective 


Martin Walker* 


Abstract—This paper provides a commentary on the four main papers presented at the 2006 Information for Better 
Market’s Conference. Since the purpose of the conference is to encourage policy relevant research, this commen- 
tary discusses some of the key policy issues raised by the papers, and it identifies areas where either further work 
is needed or where a change in the orientation of academic research may be appropriate in order to increase its pol- 
icy relevance. A particular theme of this paper is the need to think about corporate accounting and financial dis- 
closure policy issues in a realistic economic context which allows for: moral hazard (investors cannot observe 
managers’ decisions), adverse selection (managers have insider information), significant proprietary costs of dis- 
closure, and the possibility that the market has value relevant information that is not observed by managers. 


This paper provides a commentary on the four 
main papers presented at the 2006 Information for 
Better Market’s Conference. 

Two of the papers provided useful surveys of the 
academic research literature on financial disclo- 
sure. Botosan (2006) focuses on the demand side 
of the market and Lundholm (2006) on the supply 
side. Thus in this paper I start by discussing some 
of the problems that arise when putting the de- 
mand side and supply side together into a single 
model. I then attempt to provide a little more detail 
on aspects of the disclosure literature that were not 
covered by the main papers. 

Watts (2006) is a wide-ranging policy discussion 
with potentially profound implications for the way 
accounting standards are set. He believes that the 
Financial Accounting Standards Board (FASB) 
and the International Accounting Standards Board 
(IASB) need to adopt a broader frame of reference 
in thinking about the development of standards. 
Watts sets the development of corporate financial 
reporting in a historical context and argues that 
stewardship has traditionally been the main focus 
and purpose of corporate financial reporting. 
Current attempts to downplay the importance of 
stewardship may result in accounts that are not fit 
for purpose. 

Gray (2006) focuses on environmental issues 
and the potential role of accountants in environ- 
mental accounting and social responsibility issues. 
Gray broadly advocates a stakeholder view of the 
corporation. I draw an important distinction be- 
tween macro-governance and micro-governance 
and argue that the stakeholder view is a misguided 


*Professor Walker is at Manchester Accounting and 
Finance Group, Manchester Business School, Crawford 
House, Oxford Road, Manchester M13 9PL. E-mail: mar- 
tin.walker@MBS.ac.uk 


attempt to devise a micro-governance solution to a 
macro-governance problem. 


1. Disclosure and the cost of capital 
Christine Botosan (2006) has provided an ex- 
tremely helpful state-of-the-art survey of the liter- 
ature on the cost of capital and corporate 
disclosure. She has pointed to some of the major 
theoretical and empirical issues that confront re- 
searchers in this area. In particular she has ex- 
plained why it is currently unsafe to draw any firm 
conclusions about the nature of the relationship be- 
tween disclosure and the costs of equity and/or 
debt capital. Incidentally, it seems to me that the 
number we should be really interested in, is the 
firm’s cost of capital — i.e., the WACC. 

Rather than summarising Christine’s paper, I 
thought it might be helpful to explain why this lit- 
erature is failing to arrive at clear-cut conclusions. 
The main point I wish to make is that one needs to 
be careful in interpreting what it is we see when 
we observe an empirical relation between two en- 
dogenous variables, i.e., disclosure and cost of 
capital. In particular I wonder just how safe it is to 
treat disclosure as an exogenous variable in the re- 
lation between disclosure and the cost of capital. 

The important point here is that the cost of capi- 
tal is a price. And like all prices it is determined by 
supply and demand. Thus it seems to me that we 
need to model the supply and demand relation be- 
tween endogenous disclosure and endogenous cost 
of capital. 

If all firms are wealth maximising then they will 
choose a disclosure level for which the marginal 
cost of additional disclosure equals the marginal 
benefit (see Figure 1). If all firms behave like this 
then what is the point of trying to estimate the re- 
lation between disclosure levels that vary between 
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Figure 1 


ACCOUNTING AND BUSINESS RESEARCH 


Marginal 
Cost 


Marginal 
benefit 


Disclosure 


firms for equilibrium reasons? 

One possibility is that for some reason some 
firms might be choosing to ration their levels of 
disclosure. For example, if some managers want to 
hide what they are doing then they may choose to 
restrict disclosure. In this case you will get a set of 
observed points such as in Figure 2. In this case the 
points ‘nicely track the marginal cost line and the 
observed line would be a true estimate of the rela- 
tion between disclosure and the marginal costs of 
disclosure to shareholders. Note that in order for 
this story to hold true we need to be able to explain 
why some managers restrict disclosure below an 
optimal level, and how and why they can get away 
with doing this. What prevents the optimum level 
of disclosure from being enforced? Lundholm’s 
(2006) paper to some extent addresses this issue. 

Another problem with this rationed disclosure 
story is that an alternative equilibrium story gives 
the same empirical prediction. For example, if all 
firms disclose optimally and the marginal cost of 
disclosure is constant across firms then firms with 
less steep marginal benefit (MB) lines will dis- 
close more (see Figure 3). Note that fitting a line 
through the equilibrium points here produces an 
estimate of the disclosure supply curve not the de- 
mand curve. In general, what you get depends on 
which curve has the most variation. If the cost 
curve varies across firms but not the marginal ben- 
efits curve then you will get an estimate of the 





marginal benefit curve. Such results are largely ir- 
relevant for policy makers since all firms are al- 
ready behaving optimally. 

Figures 4 and 5 show some other patterns that 
could theoretically be observed in the cross-sec- 
tion. Here each point is the intersection between 
the demand and supply curves of the individual 
firms. In Figure 4 steeper marginal cost (MC) lines 
are associated with shallower MB lines. 

In this case the will be no simple functional re- 
lation from disclosure to the benefits of disclosure. 
In Figure 5, in which steeper MB lines are associ- 
ated with steeper MC lines, we get a negative rela- 
tion between estimates of the marginal benefit of 
disclosure and disclosure. In these two cases the fit 
of equilibrium points measures neither the demand 
nor the supply side of the market. 

In the light of this analysis it seems reasonable to 
conclude that we are a long way from being able to 
model the economic effects of corporate disclosure 
on the cost of capital, and vice versa. 


2. Motives for disclosure and non- 


disclosure 

Any attempt to model the supply side of financial 
disclosure needs to understand the motives for and 
against disclosure. Russell Lundholm’s paper pro- 
vides a neat summary of the empirical literature in 
this area as well as taking us through some of the 
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When some managers ration disclosure more than others, we get a 
disequilibrium story of the relation between marginal cost and disclosure 


Figure 3 


Marginal 
Cost 


® 
© 
Q Marginal 
f benefit 


Disclosure 


Equilibrium relations when marginal benefits of disclosure differ. 
Observationally this is the same as the rationed model 
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Figure 4 


Disclosure 


This is what happens in equilibrium if steeper MC lines 
are associated with shallower MB lines. 


Figure 5 


Disclosure 


Disclosure equilibria when steeper MC lines are associated with 
steeper MB lines. 
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theoretical work that helps us to think more rigor- 
ously about the determinants of disclosure choice. 

The starting point of Russell’s paper is the dis- 
closure principle. The disclosure principle 1s based 
on the following assumptions: 


1. Management knows: a value-relevant bit of in- 
formation. 

2. Outside investors know that management knows 
this information. 

3. Management is motivated to maximise the value 
of current shareholders’ equity. 

4. Management can credibly disclose the informa- 
tion at zero cost. 

5. All outside investors interpret the disclosures/ 
non-disclosure in the same way 

(Dye, 2001). 


If the disclosure principle holds, then the only 
possible disclosure equilibrium is one in which all 
managers disclose except those with the worst pos- 
sible information, in which case investors can au- 
tomatically infer that the news must be bad. Thus 
in this equilibrium all, the ex-ante information 
available to management is fully reflected in share 
prices. 

Russell surveys a body of empirical evidence 
that is broadly consistent with the disclosure prin- 
ciple. He then examines the implications of relax- 
ing assumptions 1, 3 and 4. With regard to 
assumption 1, (managers have nothing to disclose) 
the evidence reviewed is rather narrow. This points 
to the need for more work on identifying the spe- 
cific circumstances and types of firms where as- 
sumption 1 is more likely to be true. Papers that 
focus on all firms at all points in time inevitably 
include observations where nothing was disclosed 
because there was nothing to disclose. These are 
hardly interesting cases! 

With regard to assumption 3, the evidence sug- 
gest that firms in which managerial wealth is less 
closely linked to shareholder value tend to exhibit 
lower levels of disclosure. This evidence is consis- 
tent with the disequilibrium disclosure rationing 
model illustrated in Figure 2. There has been much 
work documenting the relation between corporate 
governance quality and earnings quality. The re- 
sults surveyed in this section suggest that research 
on the relation between disclosure quality and cor- 
porate governance quality might also be worth- 
while. In particular, it would be interesting to 
know how the disclosure stance of the firm is de- 
cided. Is this something that is left to the discretion 
of the chief financial officer and the chief execu- 
tive, or is it something in which corporate boards 
in general — and non-executive directors in partic- 
ular — take a close interest? 

With regard to assumption 4, the evidence shows 
that commercial sensitivity issues limit the will- 
ingness of some firms to disclose. This is consis- 
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tent with the cross-sectional equilibrium sketched 
in Figure 6. 

There are a number of areas where I felt the sur- 
vey could be extended. 

First, Russell’s paper focuses on disclosure as a 
potential solution to the adverse selection problem, 
but it is important to bear in mind that financial re- 
porting confronts a moral hazard problem as well 
an adverse selection.! There is a principal-agent re- 
lation between shareholders and corporate man- 
agers. To some extent this point is picked up in the 
‘Don’t care’ section of the paper. Managers may 
not be motivated to maximise share price, and so 
they may not bother to disclose. However, this sec- 
tion does not explain why any managers would 
choose not to disclose, it simply recognises that 
some managers may have a stronger motive to dis- 
close than others. In a principal-agent context, 
whether or not full disclosure ensues depends on 
whether the conditions for the revelation principal 
hold (Lambert, 2001). Sufficient conditions for the 
revelation principle to hold are: 1) communication 
is costless and the message space is rich enough? 
to carry the information; 2) there are no restric- 
tions on the form of the principal-agent contract, 
and in particular both sides can pre-commit not to 
renegotiate the contract at a later date; 3) the prin- 
cipal can pre-commit to how any information re- 
vealed by the agent will be used. It is well known 
that, if the revelation principle holds, there will be 
no demand for earnings management. Thus one 
might interpret the voluminous findings that 
demonstrate the widespread presence of earnings 
management as indicating that the revelation prin- 
ciple probably does not hold, i.e. one or more of 
the above conditions are not true. 

If the revelation principle does not hold, then we 
may end up facing a trade-off between the provi- 
sion of information for contracting purposes and 
the provision of information to deal with the ad- 
verse selection issue. For example, it may be nec- 
essary to constrain how management disclosures 
will be used in executive compensation or related 
performance contracts within the firm, in order to 
induce full disclosure? 

Second, the papers reviewed by Russell all as- 
sume that managers are at least as well informed 
about the determinants of firm value as the market. 
I frankly doubt that this is an entirely accurate as- 


' A moral hazard problem arises when the agent's action 
choice is not observed by the principal. An adverse selection 
problem arises when the agent has information about the state 
of the world that is not observed by the principal. 

2 For an example of a message space that is not sufficiently 
rich, suppose the agent observes that the true state is high, 
medium, or low, but can only send one of two messages (not 
high, or high). 

3 If managers believe that their disclosures will be used to 
assess their performance than they may have an incentive to 
provide either misleading or incomplete information. 
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Figure 6 
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sumption. Watts (2006) points to the fact share 
prices aggregate the views of potentially thou- 
sands of investors, some of whom may have in- 
sights about the value of the firm that are not 
known by managers. Thus while it seems entirely 
reasonable to assume that company managers have 
information that the market does not have, it seems 
less reasonable to assume that managers know 
everything that the market knows. Perhaps one 
reason why managers do not disclose is because 
they don’t actually know how the market will re- 
‘spond to the disclosure. 

In addition to exploring the implications of the 
possibility that the market is better informed than 
the managers, more work is also needed on mod- 
els in which the market responds inappropriately 
to corporate disclosures. Many corporate financial 
managers argue that it may be unsafe to disclose 
certain information because they will not be un- 
derstood by the market. In part this may reflect ig- 
norance by financial managers of how the market 
works. Jt does not matter if the average investor 
has limited decision-making ability so long as the 
marginal investor is really smart. If the average in- 
vestor is dumb then the marginal investors (hedge 
funds) will soon move in to correct any mis-pric- 
ing. However, to the extent to which there are lim- 
its to the arbitrage opportunities available to smart 
investors (e.g. short sales restrictions) the possibil- 





ity arises that the market may respond incorrectly). 
In particular if short sales restrictions are the main 
limit on arbitrage then the most likely form of mis- 
pricing will be an excessive overreaction to good 
news. Some preliminary theoretical work on mis- 
pricing and firm disclosure can be found in 
Hirshleifer and Teoh (2003). 

Third, a general concern I have with the eco- 
nomics of disclosure literature is that it does not 
seem to mesh very well with the financial report- 
ing process. Related to this is the tendency of this 
literature to focus on simple one-shot games. More 
attention needs to be paid to the possibility that in 
repeated games firms have a powerful incentive to 
build a reputation for frank and truthful disclosure. 
All of this needs to be placed in a context in which 
the earnings process is paramount, and where un- 
audited voluntary disclosures are largely con- 
cerned with explaining why the current accounting 
numbers are what they are, and how future ac- 
counting numbers are expected to benefit from 
current managerial decisions. 


4 For example, some investors may have a better feel for the 
way macro-economic developments will affect the firm. 
Others may have a better understanding of how technological 
developments elsewhere may affect the firm. 

> Short-selling is particularly risky if any mis-pricing takes 
a long time to correct itself. 
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3. What has the invisible hand achieved? 

It is always a pleasure to listen to Ross Watt’s 
views on accounting policy. Ross has consistently 
challenged conventional views about accounting 
standard-setting and has raised fundamental issues 
about the context and purpose of the standard set- 
ters’ task as well as their political motivation. 


3.1. Context 

Watts (2006) views financial accounting as one 
of the cogs in a complex machine. The function of 
this machine is to facilitate the operation of the fi- 
nancial system, especially that part of the financial 
system that provides and regulates corporate fi- 
nance. Within this financial system a complex net- 
work of arrangements need to be made for 
corporate governance and corporate financial 
communication. Accounting standards are just one 
small part of the machine, and it is therefore vital- 
ly important for there to be a good fit between this 
part of the machine and the other parts of the ma- 
chine. Attempts to set accounting standards that 
fail to reflect the broader context in which they op- 
erate are likely to produce sub-optimal standards 
i.e. standards that are not fit for purpose. 

Another important aspect of context, that Watts 
(2006) highlights, is the role of the legal system, 
and in particular the litigation rights of sharehold- 
ers and other suppliers of capital. In general ac- 
counting practice needs to accommodate and 
respond to litigation risks. Again, there needs to be 
a fit between accounting standards .and the legal 
context. 

One wonders, for example, how this will play 
out in the context of International Financial 
Reporting Standards (IFRSs) in the European 
Union where common standards are being im- 
posed across a diverse set of legal and corporate 
governance systems. 


3.2. Purpose 

In recent months the FASB, in association with 
the IASB, have been asking some searching ques- 
tions about the primary purpose of financial state- 
ments. For example, FASB have recently hinted 
that they believe the concept of stewardship is sec- 
ondary to the provision of information for deci- 
sion-making purposes. 


‘Stewardship and accountability. The Board 
agreed that stewardship or accountability should 
not be a separate objective of financial reporting 
by business entities in the converged frame- 
work.’ (FASB, 2005) 


This contrasts sharply with the historical record 
Watts (2006) recalls in his paper: “The original de- 
velopment of accounting and financial reporting 
appears to be driven by agency costs’ (Watts, 2006). 

The FASB statement ignores the fact that in gen- 
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eral there are two kinds of information asymmetry 
involved in managing the relations between insid- 
er managers and external suppliers of capital. First, 
there is an adverse selection problem. Managers 
have access to information about the value of the 
firm that is not available to investors. Companies 
need to devise mechanisms to signal to potential 
and current investors that managers will not ex- 
ploit their information advantage to the detriment 
of external parties. Second, there is a moral hazard 
problem. Managers observe their own action 
choices, but external investors do not. Moreover, 
managers observe the information they had at the 
time they made their decision and external in- 
vestors do not. An important role of external fi- 
nancial reporting is to control the agency cost® 
arising from the moral hazard problem. It is unfor- 
tunate that the terms of discourse of FASB and 
IASB fail to pick up on this fundamental point. 
Terms like relevance, reliability, materiality, and 
understandability do not map neatly onto the agency 
theory framework. At some point these convention- 
al frames of reference will need to change to reflect 
modern understandings of agency costs. 

As evidence for the agency point of view, Watts 
(2006) points to the demand for conservatism with- 
in financial reporting. The demand for conservatism 
only makes sense in a model of the financial report- 
ing that recognises that insiders have an information 
advantage over external parties. Accounting stan- 
dard-setters need to change their conceptual frame- 
works to explicitly allow for such conflicts of 
interest. Conflicts of interest are a key driver of the 
demand for financial reporting and so they should 
be an explicit feature of the standard-setting logic, 
not an after thought or a second order issue. 

In developing the role and purpose of financial 
accounting Watts (2006) points to the comparative 
advantage of accounting over other forms of fi- 
nancial communication. He notes: 


‘[T]hat the evidence suggests accounting’s com- 
parative advantage in supplying information to 
capital markets is something other than produc- 
ing a broad range of information or an estimate 
of firm value. It is to produce “hard” verifiable 
numbers that discipline other sources of infor- 
mation.’ 


In particular, Watts (2006) points to the impor- 
tant ex-post verification role of accounting. Hard 
accounting numbers can be more easily related to 
forecasts made in the past either by insider man- 
agers or investment analysts. Within a financial 
communication system in which there is a rich 


® Agency costs include the costs of contracting, monitoring, 
providing incentive payments, bonding costs, and the residual 
loss of value that occurs when managers make sub-optimal 
choices. 


102 


flow of forward looking information outside the fi- 
nancial reports themselves, there is a need for an 
objective historical record of financial perform- 
ance that can be related back to prior expectations 
and promises. 

In our ongoing research for the Institute of 
Charted Accountant in England and Wales 
(ICAEW) I interviewed a senior manager from a 
major investment house. I asked the subject for 
their views about performance reporting in gener- 
al and Headline Earnings in particular: 


Answer: ‘Well, this is where you have the whole 
issue of what is the purpose of earnings. In my 
mind there are two earnings numbers essentially. 
Maybe more than two. One is this year’s earn- 
ings as a predictor of next year’s and clearly re- 
moving a one off item that’s not going to recur 
will give you a number for this year that is a bet- 
ter predictor of next year’s earnings. Then there 
is “earnings” as a measure of company perform- 
ance this year and a one-off loss on a contract or 
something may not be a good predictor of next 
year’s earnings, but it certainly tells you the 
management’s performance this year. So as a 
measure of performance I have quite a lot of 
sympathy with the headline earnings type of ap- 
proach. From a predictive value point of view, 
yes you could argue that identifying other items 
as one off would be useful. But, then there’s one 
off and there’s one off, and then you get a prob- 
lem of companies showing restructuring charges 
every year as one off. So [X PLC]’ for example 
shows restructuring charges every years for the 
last five years...So I think the forecasting of 
earnings should be left to analysts. The company 
should not say here is our earnings number 
cleaned up which is pre-exceptional etc because 
you could even go a stage further and you could 
normalise margins! But where do you stop in 
terms of this normalising approach? I think earn- 
ings should be a historical record of what you 
have achieved, and then it should be left to the 
market to decide what you will achieve next 
year. So you need to provide enough information 
about your historical results to enable that to 
take place, including for example details about 
your restructuring program. Disclose what you 
have spent on restructuring in the last few years, 
disclose information that will enable you to how 


much of that was non-recurring. So in that sense 


I am really in the headline earnings camp rather 
than the normalised earnings camp.’ 


Interviewer: “You make an interesting distinc- 
tion between performance measurements on the 
one hand and predictions of the future on the 
other. Do you feel that has always been an area 
of conflict in financial reporting, that there is this 
difficulty about what financial statements are 
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for? Should they primarily be a performance 
statement and other information as a basis of 
predicting future performance, or should they 
primarily be a statement for predicting the future 
and that seems to be a tension that has been 
going on for a long time?’ 


Answer: “Well, I think they should be both. The 
trouble is that people seem to think that in order 
for them to be useful in predicting the future the 
summary bottom line numbers need to be 
changed in some way. Whereas, I think to pre- 
dict the future, you just need to provide good 
useful relevant information which is why I sup- 
port the new performance reporting statement. I 
think it helps in providing that information. 
Many people go on about value reporting and 
how we should be reporting about the value of 

- the business. I mean, the ICAEW brought out a 
report about value reporting and it’s emphasising 
the future cash flows of the company and almost 
advocating that you should be reporting on a net 
present value basis, the change in the net present 
value of the future cash represents your earnings ` 
— all that sort of thing. Well, that’s fine, but 
who’s working out what these future cash flows 
are, who’s working out the normalised level of 
profitability? It can’t be the company because 
they’re the people whose performance is being 
measured. So, what you should be doing is pro- 
viding objective information about what has 
happened with additional disclosures to enable 
users to work out their own forecasts.’ 


The lessons for policy makers are clear. From a 
value relevance point of view investors focus on 
forward looking estimates of sustainable earnings. 
Investors are looking to firms to produce measures 
of performance to date, and cbjective information 
to assist investors in producing their own estimates 
of sustainable earnings. 

A major unsettled issue for accounting standard- 
setters is the role of earnings within the financial 
reporting process. Standard-setters need to under- 
stand that earnings play a vital dual role in linking 
the past to the present, and the present to the future. 

Looking backwards, investcrs should be able to 
trace the link between past investments (including 
investments in intangibles) and current payoffs, 
i.e. earnings. The replacement of historic cost ac- 
counting with fair value balance sheets would re- 
duce the ability of investors to trace these links.® 


7 Name of company disguised. 

8 There may be good reasons for supplying investors with 
“air value accounting information. However, this could be sup- 
plied as a supplementary disclosure rather changing than the 
main historic cost accounts. Another alternative, that might 
help preserve the link between investment history and current 
earnings, would be historic cost accounts as supplementary 
disclosures and fair value accounts as the main accounts. 
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Looking forward, investors need to be able to re- 
late current investments and other historic, current, 
and planned actions by managers to future earn- 
ings. Eventually all worthwhile investments, in- 
cluding investments in intangibles such as R & D, 
must affect future earnings. Claims that earnings 
are no longer relevant in the context of a knowl- 
edge-based economy fail to understand this basic 
truth. Even if one accepts that the relation between 
investment in intangibles and future earnings is 
more difficult to predict than conventional invest- 
ments, this does not alter the fact that investors 
need to be able to estimate and understand this re- 
lation in order forecast future earnings. 


3.3. Equilibrium accounting policies 

Watts (2006) argues that the.setting of account- 
ing standards is a political process, and that as well 
as analysing the economics of accounting stan- 
dards one must also pay attention to the political 
forces that shape them. This point is very impor- 
tant. Many years ago I studied the possibility of 
Pigovian taxes for the regulation of pollution. A 
number of economists proved that an efficient out- 
come could in principle be achieved through 
Pigovian taxes. However it is never enough to 
show what is economically desirable. One must 
also understand what is politically feasible, and 
Pigovian taxes contain a fatal flaw, because they 
assume that the proceeds of such taxes can be dis- 
tributed without anyone realising where they came 
from. Once people realise that they can reduce 
their other taxes by voting for more Pigovian 
taxes, the pollution controller loses control of the 
level of the tax. 

At the present time, the FASB and the IASB are 
choosing to place greater emphasis on the value 
relevance of the balance sheet over the general 
stewardship role of financial reports, and hypo- 
thetical current asset values over historic cost. 
FASB fundamentalists like to refer to this ap- 
proach as CAP GAAP. 

Watts (2006) argues that CAP GAAP is actually 
inconsistent with what the market wants (Cap Gap 
perhaps?), and that such changes will be political- 
ly unpopular. If Watts (2006) is correct then the 
FASB cannot assume that anything it does will be 
a political equilibrium. Political and economic 
forces will combine either to replace or restructure 
FASB or to initiate other forms of financial report- 
ing to correct the deficiencies of CAP GAAP. 

More generally, there is an issue about the possi- 
bility and desirability of global accounting stan- 
dards. Watts (2006) points to the general 
unwillingness of US politicians to concede any in- 
fluence over what happens in America to interna- 
tional regulatory bodies. One only has to look at 
Kyoto to appreciate this. Here we see another ex- 
ample of a clash between what is (or at least may 
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be) economically desirable, and what is politically 
feasible. Suppose that in spite of the significant 
differences in culture, legal arrangements, tax 
rules, and national cultures, it is generally accept- 
ed that a single set of global accounting standards 
are economically desirable. Does it inevitably fol- 
low that all individual nation states will agree to 
accept the standards mandated by an all-powerful 
IASB? What forces would exist for individual 
states to opt out of this equilibrium? Assuming that 
global standards are accepted then what forces 
would exist for standards of audit, enforcement, 
and disclosure, to vary across nation states etc? 

In the new world order, when China becomes the 
largest economy in the world round about the mid- 
dle of this century, it is doubtful if anyone outside 
the US will accept the proposition that internation- 
al accounting standards should be determined by 


. the needs of US investors and US preparers. It is 


entirely possible that both the EU and China will 
develop corporate governance and corporate fi- 
nancing systems that differ significantly from the 
arrangements currently operating in the US. It is 
even possible that the US will decide to reform its 
own systems as events unfold and as more is 
learned about the limitations of its current corpo- 
rate governance arrangements. International ac- 
counting standards need to be flexible enough to 
accommodate a variety of corporate governance 
practices, legal systems, and national cultures. The 
assumption that a single CAP GAAP will be fit all 
regimes needs to be tested to destruction. 


4. Does sustainability reporting improve 


corporate behaviour? 

Turning to Rob Gray’s paper, I first wish to thank 
Rob for agreeing to present his ideas at a confer- 
ence designed to encourage debate between the 
various ideological groupings that exist in ac- 
counting. Academics on the right and the left of 
the subject tend to meet at separate conferences, 
publish in different journals, and generally try to 
pretend that the other side does not exist. I believe 
that this failure to engage in debate is unsustain- 
able. 

Rob points to the enormous gap that exists be- 
tween what he calls real sustainability and the 
perverted representations of the notion of sustain- 
ability that appear in so called corporate social re- 
sponsibility and environmental disclosure reports. 
I think he makes some telling points which indi- 
cate that so much that appears as social responsi- 
bility disclosure comes across as just hollow 
rhetoric apparently designed to delude its readers 
into believing that they are ‘doing the right thing’. 

I am tempted to conclude from Rob’s analysis 
that companies should be discouraged from mak- 
ing any such disclosures, and that they should 
focus on conventional performance reporting, 
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though I suspect that perhaps this was not the in- 
tention of Rob’s negative appraisal of the state of 
the art in this area. 

Towards the end of his paper Rob takes a side- 
swipe at the notion of shareholder value. 


‘The evidence as I read it — and as I have been 
reading it for 30 years — is that the only way in 
which we can continue to pursue shareholder 
value is if we continue to destroy the planet or if 
we redefine shareholder value to include some- 
thing other than the making of even more money 
for people who already have too much. A share- 
holder value that embraced compassion, respect, 
trust, life, air, water, safety, nature, beauty sun- 
shine etc. might be quite a nice idea?’ 


While I am inclined to agree with Rob that the 
planet faces potential environmental catastrophe, I 
am afraid I profoundly disagree with him about the 
desirability of redefining the meaning of share- 
holder value. 

I see the issue of sustainability as a macro gov- 
ernance issue to be managed by macro policies and 
regulations. On the other hand I view shareholder 
value maximisation as a core organising principle 
of micro governance. It is vitally important to 
draw a clear distinction between the micro gover- 
nance of the corporation (through delivering 
shareholder value) and macro governance. Macro 
governance is concerned about the governance of 
the relations between business in general and soci- 
ety as a whole. In particular it is concerned with 
the governance of the relations between society 
(represented by political and regulatory bodies) 
and large and powerful ‘mega’ corporations. 

Any complete approach to management of the 
economy and society needs excellent micro gov- 
ernance and excellent macro governance. The 
problem comes if you fail to distinguish carefully 
between these two forms of corporate governance, 
and especially if you try to solve a macro gover- 
nance problem by meddling with the arrange- 
ments for micro governance. I view stakeholder 
theory as a misguided attempt to apply a micro 
governance solution to a macro governance prob- 
lem. Thus I view the stakeholder approach to 
corporate governance as well meaning, but com- 
pletely misguided. 

Let us take, for example, the issue of pollution 
permit trading. It is almost certainly the case that 
the planet has a limited capacity to assimilate car- 
bon dioxide emissions. If the total annual emis- 
sions of carbon dioxide exceed this limit then 
global temperatures will continue to rise and 
many people will die. It seems to me that the ob- 
_vious economic solution to this problem is to es- 
tablish a global market in tradable carbon dioxide 
emission permits, with the number of permits set 
well below the estimated maximum sustainable 
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amount. 

This solution is not only sustainable environ- 
mentally, it is also deliverable through normal 
micro-governance mechanisms. Let us consider 
the advantages of this approach. First, the market 
will automatically ensure that the permits are allo- 
cated to the polluters who can generate the most 
value from their licences. Second, the owners of 
the permits will have an incentive to ensure that no 
other parties exceed their permitted limits. Third, 
polluters will have a powerful incentive to invent 
technologies that cause less pollution. Finally, 
there will be a publicly observable price per permit 
that provides an objective measure of the marginal 
cost of achieving the target emission level (at pres- 
ent we have to rely on the private estimates of pol- 
luters, who can hardly be relied upon to tell the 
truth). This looks to me like a win-win outcome, as 
Rob calls it. 

Some might object to this policy because it 
might lead to a situation where the rich nations buy 
up all the rights for themselves. However this ob- 
jection can be circumvented by auctioning off the 
permits through a global agency such as the UN or 
the World Bank. The proceeds of the auction could 
then be used to ameliorate world poverty. I would 
call this a win-win-win outcome! 

What is it that prevents this obviously attractive 
economic solution from being introduced? I 
would argue that it principally is the Energy 
Lobby (and perhaps also airlines and other energy 
intensive companies) in the US that has captured 
the White House and a majority of US legislature. 
The problem does not stem from shareholder 
value maximisation as an economic organising 
principle. What it stems from is the excessive po- 
litical power of the mega-corporate sector. This is 
a crisis of macro governance, not micro gover- 
nance. 

The crucial macro governance question we need 
to consider is, how can individual citizens protect 
themselves from the political power of the mega- 
corporation? In particular, how can a free society 
place strict limits on the political power and regu- 
latory influence of the giant energy, defence, 
chemical, biological, transport (e.g. airlines), soft- 
ware, and media corporations? 

We should remind ourselves that the private sec- 
tor corporation was introduced purely as a conven- 
ient legal device for the financing and organisation 
of economic activity. It was never the intention of 
the inventors of the corporation that it should be- 
come a political entity, let alone an entity that 
threatens the foundations of a democratic society, 
and even the very survival of the planet. 
Furthermore, the fact that corporations have been 
granted the enormous privilege of legal personali- 
ty should not imply that such legal entities have 
the same rights to freedom as individual flesh and 
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blood human beings. 

How can accounting help in constraining the 
political power of corporations? Well, perhaps a 
useful starting point would be to require all cor- 
porations to maintain an auditable record of any 
communications (direct or indirect) between any 
of its owners or employees with any politicians or 
political/regulatory bodies. In accounting for a 
corporation we are required to maintain adequate 
records of all its business transactions. Perhaps 
we should now recognise that, an addition to 
business transactions, corporations have politi- 
cal/regulatory ‘transactions’, and that these also 
-sShould be recorded and appropriately sum- 
marised. 

If the leaders of such organisations complain 
about this proposal they should simply be in- 
formed that this is part of the price of limited lia- 
bility for their own corporations and freedom for 
all. 
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Discussion of ‘How can business reporting 
be improved? A research perspective’ 


Lindsay Tomlinson* 


In responding to the thoughts of the experts I need 
to explain my viewpoint, which is that of an inter- 
ested observer who has an important stake in the 
outcome of the debate. As vice-chairman of 
Barclays Global Investors I approach the issues as 
a large scale institutional investor which, because 
of its quantitative investment approach, has a crit- 
ical interest in the origin and meaning of the re- 
ported numbers. In a wider context, in various 
capacities at the Financial Reporting Council, the 
Investment Management Association and the 
Association of British Insurers, I take the broader 
investing industry point of view. And finally, I am 
the only non-expert to be invited to speak at this 
conference, so please interpret my thoughts in that 
context. 

One major point to make at outset is that it is 
generally very difficult to get institutional invest- 
ment practitioners to take an interest. They all 
know that financial reporting is really important, 
but are reluctant to get engaged as they find them- 
selves down in the weeds a lot quicker than they 
want to be, and spending much more time than 
they would like, on very dry debate. Against that 
background, I would comment that the ‘invisible 
hand’ works extraordinarily well. The market does 
work better than any individual. There is no obvi- 
ous free lunch available from any manifest defi- 
ciencies in financial reporting. 

Having made this point, I want to cover three 
main topics, as follows: 


1. OFR and the business review. 
2. IFRS. 
3. Sustainability. 


1. The Operating and Financial Review 

Why is this so important? It plays into the dis- 
cussion about disclosure at this conference. 

I agree with comments that we are a very long 
way from modelling the economic effects of cor- 
porate disclosures on the cost of capital. Just look 
at the IFRS disclosures that we have had in the UK 
this year. Much new information is going out into 


*The author is vice-chairman, Barclays Global Investors. E- 
mail: sandy.adolpho@barclaysglobal.com 


the market place, but for the vast majority of com- 
panies, what happened to their share prices? 
Absolutely nothing. Disclosure will obviously af- 
fect the cost of capital; it is just not clear that the 
information is feeding through very quickly. 

I would also agree with the view that it is a 
question not of ‘if you disclose’, but ‘when you 
disclose’. The worst corporate frauds have been 
disclosed when the company concerned runs out 
of cash — like, for example, Barings. So it is a 
question of when you tell the market, rather than 
if — critical information will feed through over 
time. 

As the paper suggests, corporate disclosure is a 
continuous process, and as an investor I under- 
stand it that way. As an investor, I realise that 
I am being ‘managed’ by company directors. 
Surprisingly, I like it! I do not like the feeling that 
I am being manipulated, but I do like to have my 
expectations properly managed. n 

That is where the idea of disclosure being a con- 
tinuous process comes in. The Operating and 
Financial Review sets out a road map. It establish- 
es a strategy for the company, sets out the targets 
that the management have chosen to pursue, and 
subsequently reports progress against those self- 
selected targets. That plays into the paper’s ideas 
about marginal cost and marginal benefit, and ad- 
dresses the Government agenda to which it re- 
ferred. The ideas of what you actually disclose, 
who makes the decisions around disclosure and so 
on, are extremely important. They are governance 
ISSUES. 


2. IFRS 

Į stated at the outset that the ‘invisible hand’ 
worked well, but I think that practitioners are real- 
ly struggling with the development of IFRS at the 
moment. It feels as if we have come into the cine- 
ma when the movie has been running for a couple 
of hours, with only an hour to go. Is it possible to 
understand or even re-write the plot at this point? I 
struggle with ‘fair valuing’ everything. It seems 
that we are actually trying to value a company, and 
to end up with the financial statements which sum 
to its market capitalisation. But we are already 
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valuing the company through the market and not 
through the financial statements. There is a fallacy 
here. 

So practitioners need to engage with the JASB 
and have some sensible discussions, but it is hard 
to know how to do that without getting sucked 
into the mire. I am greatly in favour of the in- 
vestor view the paper suggested about how we are 
trying to view earnings. How we feed that through 
into the way that standards develop is not at all 
clear. . 

Just as an aside, J find it slightly ironic that a 
number of the academics addressing the confer- 
ence are based in the US and are heavy influences 
on IASB. But IFRS is being implemented in the 
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rest of the world and not in the US. The whole con- 
vergence project needs to be reviewed. 


3. Sustainability 

I would agree with a number of the papers on 
this. Although people are talking about it, I do not 
think this risk is being seriously addressed by cor- 
porates and investors. The big issue is that we deal 
in price; sustainability is mis-priced; and I do not 
see it being adequately tackled in our system. 

My conclusion is that this is vital work. This has 
been an important conference. We need to take 
things in the right direction, but I have concerns as 
to whether we have the institutions to enable us to 
do so. 
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